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o I. INTRODUCTION
¥ y

; Dunng his inaugural address, President Reagan picked up on the theme set {orth

j in the platform when he stated: .
. “To those neighbors and allies who share our freedom. we will
;:\ strengthen our historic ties and assure them of our support
! and firm commitment. We will match lovalty with lovalty.
::: We will st.rive f"o.r mutually beneﬁciql relatiops. W? will not
iy use our friendship to umpose on their sovercignty, for our

sovereignty is not for sale.” {Ref. 1: p.1-51]

;j After 30 vears since the armistice in 1953 South and North Korea are competing
g for survival and legitimacy - mulitarily, diplomatically and politicallv. [Ref. 2: p.16]) Too
::" often in the past, the U.S. military commitment to Korea has been viewed onlv as a
“ local Korean problem. [Ref. 3:p.56] However, todav, the Korean peninsula is
;.5 perceived as a buffer zone for the defense of U.S. core security interests in Japan and
.:.' the western Pacific region, primarily because of Korea’'s geo-strategic position vis a vis i
}'o, Japan and U.S. bases in the western Pacific. [Ref. 4: p.224] Also, from the U.S. global
. strategic point of view, Korea remains an integral element of the global strategy as an
;( important point where Soviet and U.S. interests directly clash. [Ref. 3: p.36]
E, There have been several major components that have provided security for the
K Republic of Korea and have deterred a renewal of hostilities: (1) the relative strength of
do ROK forces measured against those of the North; (2) the strength of U.S. forces

’ stationed in Korea or available for action there; (3) the supplementary role of Japan;

(4) the weight and direction of Soviet and Chinese influence over the North and (3) the

K U.\. peacekeeping machinery. [Ref. 5: p.113]

In view of those components, the U.S. security comnutment has been
implemented in three wayvs: the Mutual Defense Treaty, the presence of U.S. ground
'§ troops and extensive American security assistance. [Ref. 6: p.141]

. Over the last 30 vears, U.S. security assistance to Korea has not onlv plaved an
. important deterrence role, but contributed largelv to the improvement of its dJefense
: capability and overall economy.

g Meanwhile, North Korea remains one of the most repressive, mulitaristic and
5, xenophobic societies on earth. Further, North Korea continues to enjoy considerable
o
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advantages in the military competition with the South. The North Korean forces are
well equipped and have a substantial advantages in several categories of oflensive
capability: tactics, exercises, weapons, units, etc. [Ref. 6: p.d]

With Pyongvang's tilt toward Moscow since the Soviet Union shot down the
Repblic of Korea’s airlines on September I, 1983, the Soviet Union has provided North
Korea with MIG-2¥'s. MIG-27's and SU-22's also seem to be likelv candidates as
bomber supplements to the North. All three svstems are technological improvements
over what currently exist in the North Korean inventory. Such introductions of new
technology into the North have threatened the Peninsula’s stabilitv since 19453
{Ref. 7: p.1]

With respect to those threats, the arms race will continue on the penminsuls
Naturally, the South should find a wav to maintain its stabilitv. At this point, US
wegpon svstems may still be proper due to the high level of its technologv and the
South’s dependence for weapons svstems on the U.S..

However, because of the complexity and tremendous cost cf these votems,

stgniticant budgetary and managenai prohiems will ensue.

A, PROBLEM STATEMENT

In EYST. foreign nulitary sales «IFMSy credit was not apprepristed 1o cie
Republic of Kcrea. In view of Korea's spending 6 percent of GNP or 33 pereen
national budget cn defense, stopping thus lcan will result an the centracn,
mmvestment as well as the increase of Jdelense hurden in the short rerm. At thus pone -
ivonecessary for the Seuth to find a more eBaent methed of acquisition, giver ne

current cendion. [Refl 80 pod

B. METHODOLOGY

T2 better understand U.S. FMS and ts unpact on the Repubiac of Korea, the =,
Picture with respect to its history, trends, authority, legisiation Wil he o
demonstrate the complextty of the TMS priang model, the muroducuen ¢ an b-le
madel wul be designed. [t assumes that 1S EMS pricing, contract and i i are
cnitival 1o ROK s efficiency. The most efflcent issaes 0 those areds il he Joscuss o
Phis thesis will exanmune TMS trends 0 the tuture winch may come from the b
Jata and focus on the more efilcient wats 1o exceute PMS gt the munad plhiese

procurenient, given the current condinen.




3 C. SOURCES
é‘. Source documents can be divided into several categories:
4 l. Books, theses, and reports;
. 2. Department of Defense and U.S. Armed Services regulations, manuals and
directions;
:'. 3. Congressional hearings, reports, and policy statement of past and present
K administrations;
N 4. Periodicals and newspapers;
¢ 5. DLSIE data base information;
4 6. Information from Korean liaison officers and Korean Army department.

D. LIMITATIONS AND ASSUMPTIONS
« In a research project of this type, certain data will be unavailable. Certain
:: information specifically associated with the South is not available. Specific information
':.' regarding numbers and types of weapon systems in the inventories of both countries,
b and military weaknesses will be limited. Because of its complexity and diversity, U.S
FMS pricing methodology is difficult to access and understand. In addition, FMS
: price data would not be public, therefore, the comparison of price data between
S nations is not available. Lastlv, no other areas except the initial phase of FMS
’ procurement will be discussed here. Other areas, such as delivery and maintenance, are
important, but need to be addressed in further research.
é E. RESEARCH QUESTION
The principal research questions are as follows:
v 1. What is the difference between FMS credit sales and FMS cash sales?
;:: 2. What are the trends and the impact of FMS on the Republic of Korea since
i’ 19457
:‘ 3. What are the future problems of FMS for the Republic of Korea?
. 4. What is U.S. FMS? How is it implemented? What is the U.S. pricing policy
e and methodology? How are executed FMS agreement and financing?
:: 5. How can the initial phase of FMS procurement be made more effective and
K efficient, given the current condition?
~ F. ORGANIZATION
: The ROK is a major recipient of L.S. security assistance. Thus, as a backdrop to
f; this research, it is necessary to develop a basic understanding of the political and
:; 12
:
:
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economic forces influencing U.S. decisions on the weapon systems to be sold through
FMS. Likewise, it is important to understand the economic, and mulitary context of
the Republic of Korea which necessitates the purchase of these weapon systems. The
earlier chapters will focus on the introduction of FMS and ROK's budgetary problems
in acquisition. Later, this thesis will discuss U.S. pricing policy and ways to man- it
more efficient.

Chapter II introduces the definition, purpose, history, authority and procedure of
U.S. FMS. Next, it will discuss in detail the relationship between U.S. FMS and the
Republic of Korea.

Chapter IIl presents the problems which accompany ROK security and its
economic constraints. In the first place, it shows the military balance on the Peninsula
and why the ROK continues to require the advanced weapons systems. Thereafter, it
discusses defense expenditures and its impact on national economics, weapon
acquisitions and its relation to the defense budget. Then, constraints or problems will
follow.

Chapter IV presents U.S. FMS pricing policy, methodology, the F-16 pricing
model as an example. [t also shows how to make FMS agreement and financing.
These will help to find more efficient ways in acquisition.

Chapter V talks about the improvements in an area of FMS pricing, contract:
price analysis and negotiation.

Chapter VI presents conclusions and recommendations. [t emphasizes significant
differences between FMS credit and FMS and also offers feasible efficient alternatives
in acquisition. Finally, it addresses the implications of influencing national and defense

resource management. It recommends more research for logistics improvement. source

selection, and project management.
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K II. BACKGROUND

i

. A.  WHATIS FMS?

é" 1. Definition

o FMS stands for foreign military sales, which are government to government
" sales of defense articles or services. Through the FMS program, the U.S. Department
;"' of Defense sells militarv equipment and services to foreign governments and
:::: international organizations. DOD may order and buy (procure) the equipment from
" private firms, manufacture it in government facilities, draw it from available stocks, or
" in certain circumstances from U.S. military units. It is contrasted to commercial sales.
s (Ref. 9: p.1.2

:’ Defense articles are commodities such as weapons systems, munitions,
Wy materials, supplies, or goods used for the purpose of providing military assistance, not
N including merchant vessels. [Ref. 10: p.461]

AN, Defense services include anyv service, test, inspection, repair, training,
RO publication, technical or other assistance or defense information used for the purposes
| of making mulitary sales. Training includes either formal or informal instruction of
i foreign students in the U.S. or abroad by officers or employees of the U.S., contract
J': technicians, or contractors. It also includes correspondence courses, technical,
: educational, or informational publications and media of all types, training aids,
h ~rientation, training exercises, and military advice to foreign military units and forces.
" [Ref. 11: p.18]

" If the source of supply is new procurement, the L.S. government agency or
"'} nulitary department assigned cognizance for this “case” is authorized to enter into a
subsequent contractional agreement with industry in order to provide the item or
X service initially requested. At that time, the purchasing government pays all cost that
) mayv be associated with a sale. Therefore, these security assistance activities do not
:f‘ require congressional budget authorizations or appropriations. There is a signed
Nl

agreement (normally documented on a DD Form 1513--Letter of Offer and
Acceptance) between the U.S. government and a foreign government. Each DD Form

1513 is common by referred to as a “case” and is assigned a case identifier for

A
3

i

v,

o accounting purposes. [Ref. 1: p.2-24,2-25] Currently, FMS is conducted under the
" authority of the Arms Export Control Act of 1976, as amended.
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2. Purpose

The AECA defines for which the purposes the U.S. may sell or lease defense
items -"to friendly countries solely for internal security, for legitimate self defense, to
permit the recipient country to participate in regional or collective arrangements or
measures consistent with the Charter of the United Nations, or otherwise to permit the
recipient country to participate in collective measures requested by the United Nations
for the purpose of maintaining or restoring international peace and security, or for the
purpose of enabling foreign military forces in less developed friendly countries to
construct public works and engage in other activities helpful to the economic and
social development of such friendly countries.” [Ref. 12: p.233,234]

3. History and Legislative Basis

American historical experience demonstrates several different dimensions of
the arms transfer phenomenon: from major dependence on imported arms to the
problems of being the world’s largest arms exporter.

In the twentieth century the American role has generally been that of an arms
exporter. It would not be an exaggeration to say that some of the most important
decisions determuning U.S. involvement in foreign commitments over the 65 years have
been directly related to the transfer of arms and munitions to foreign governments, and
arms transfer policy thus played a large role in American foreign policy long before the
debates in the mid-1970s.

With the onset of World War I the U.S. rapidly emerged as the leading
participant in the international trade in munitions. During the period of its neutrality-
that is, from August 1914 to March 1917-the U.S. exported approximately S$2.2 billion
in war supplies to Europe. The enormity of the American presence on the
international munitions market is suggested by the fact that as early as 1920 the U.S.
accounted for more than 52% of global arms exports. Throughout the interwar period
the U.S. remained one of a handful of major arms suppliers, generally ranking onlv
behind France and Great Britain.

It was not until World War II and its aftermath that the U.S. assumed its
current role as the world’s major provider of defense articles and services. At the
beginning of World War II, as was the case in the early years of World War I, arms
transfers were one of the major instruments of U.S. foreign policy. The first signal of
the direction of U.S. foreign policy after the outbreak of war in Europe was the

revision, in November of 1939, of the Ncuwrality Act Which guided its arms transfer




- - -

policy. The revised legislation ended the legal prohibition of the sale of arms to
belligerents, and allowed the “cash and carry” principle which was a means of limiting
American commitment to the Allied powers during the opening vears of World War 11,
for in effect it enabled the British to buy American arms.

The first great step after the German invasion of France in May 1940 was the
famous September 1940 destrovers-for-bases deal with Great Britain. This was
tollowed, in March 1941, by the Lend Lease Program, through which the U.S. became
the arms supplier of the Allied forces. The total amount of $48.5 billion of arms (as
well as food and other war materials) were transferred to the Allies between 1941 and
1945 under the Lend Lease Program. Once again, the U.S. became the principal actor
in the international shipment of arms. At the end of World War II Congress
intervened, causing a phasing out of the Lend Lease Act on a bilateral basis with all
countries involved. [Ref. 13: pp.16-23]

The threat of communism in Greece, and the real possibility of the Russians
forcibly seizing the Dardenelles, combined with the fact that a weary British
government could not provide any further assistance, led to the Truman Doctrine and
the passage of the National Security Act of 1947. Of note is the historical importance
of this doctrine, as it still guides much of the assistance and sales programs today.
President Truman in his address to Congress stated: “I believe that it must be the
foreign policy of the United States to support “free people” (who are resisting
attempted subjugation by armed minorities or by outside pressures). The free peoples
of the world look to us for support in maintaining their freedom. If we falter in our
leadership, we may endanger the peace of the world, and we shall surely endanger the
welfare of our own nation.” [Ref. 14: 1963] The passage of the act is recognized as the
basis for the Foreign Assistance Program, the parent of the Foreign Military Sales
Program. With the inception of the North Atlantic Treaty Organization (NATO), the
passage of the Mutual Defense Assistance Act of 1949 authorized grant military aid for
countries considered vital to the national security. In addition, and again of note, was
the permission of sales of equipment to other friendly governments. [Rel. &eval: 1975]
It was the first time that Foreign Military Sales became a reality even through the
volume was negligible, since most of the countries could not financially afford the
purchase of expensive military arms. [Ref. 16: 1976]

The Mutual Security Act of 1954 established the authority of the State

Department to control export licenses for arms, ammunition and implements of war.
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Nevertheless, the concept of Foreign Military Sales as a distinct entity began to surface
by the end of the 1950’s.

The Foreign Assistance Act (FAA) of 1961, during the davs of President
Kennedy, consolidated economic aid and military assistance and sales under a single
law. Secretarv of Defense Robert S. McNamara created the office of International
Logistics Negotiations to promote the sale of military equipment to foreign countries.
The main objectives that he outlined were:

* Promote the defense strength of the allies consistent with the U.S.'s foreign
objectives;
¢ Promote the concept of cooperative logistics and standardization with the allies;

® Offset the unfavorable balance of payments resulting from essential U.S.
nulitary development abroad.

The primary congressional legislation concerning the sale of U.S. arms to
foreign countries is the act of 1968 known as the Foreign Militarv Sales Act. It
clarified the reimbursable basis for arms sales and the policy of FMS as follows:

e Declare the ultimate goal of the U.S. to be a world free of the dangers and
burdens of armaments;

e Affirm the increasing cost and complexity of defense equipment and recognize
that there continues a need for international defense cooperation, to maintain
peace and security:

e Establish that the U.S. will facilitate the common defense by entering into
international arrangements with friendly countries on projects of cooperative
exchange of data, research, development, production, procurement and logistic
support;

*  Authorize sales to friendly countries to equip their forces with due regard to the
impact on social and economic development and on arms races;

¢  Declare that all such sales be approved only when they are consistent with the
foreign policy interests of the U.S.. [Ref 11: 1977]

Congressional scrutiny of foreign assistance continued through the earlv
1970’s. [t appears from the Foreign Military Sales Act of 1971 that the Congress had
a grave concern over the role of foreign military assistance, and a desire to retain

control over the funds and policy objectives involved in FMS. In the authorizing

legislation for FY 1974, Congress advised the Executive Branch to return arms

transfers to commercial sales channels and reduce FMS to the maximum extent (the
Foreign Assistance Act 1974). Congress could veto the sales if both Houses voted to

.; . . .
v do so within twenty days (later increased to 30 days).
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N The International Security Assistance and Arms Export Control Act of 1976,
N known as the Humphrey-Morgan Act, was passed into law on June 30, 1976. The law
M . . . . _
emphasized the will of Congress to bring American arms export activiies to the
. attention of the public. Some of the major issues that are involved in the Act state i
?
LA .
. that:
h e The title amended from “the Foreign Militarv Sales Act “ to “International
i Security Assistance and Arms Export Control Act of 1976.7;

e Export licences for all military sales over S25 mullion must be made under the
B FMS program(except for sales to NATO countries);
L . .
. ®  An extention of congressional veto over proposed FMS sales to cover all orders
o over S7 mullion for major weapon systems, and over $25 million for any other
" defense articles or sources. The veto must be voted within 30 calendar davs

{section 211);

v . . o
:: ¢ The cost and interest to be charged to the foreign country will include
” administrative services, plant and production equipment cost, and a
! proportionate amount of any nonrecurring cost of research and development;
X
i, PY

The DOD has in the past stationed Military Assistance Advisory Groups
, (MAAGS) in various countries around the world to provide advice and
ol assistance to local governments in the purchasing and operation of .American
arms. Congress ruled that these MAAGS must be phased out by 30 September

1977, unless specific Congressional authorization has been voted in a country
. by country basis (Section 104).

The Act includes a general limitation section that emphasizes the following ‘
:: issues: a) human rights; b) prohibition of assistance to countries that provide sanctuary
":. to international terrorists; c) prohibition against discrimination; d) prohibition of
. assistance to ineligible countries; e) prohibition of nuclear transfer. Figure 2.1
. addresses the various acts discussed above in the context of their relationships to one
:‘::, another. [Ref. 11: 1976]
f\!, With the end of the Vietnam conflict and a growing fear of world instability,
B particularly in the Middle East and Africa, a new emphasis emerged. The focus was on
, arms control.
\'- On 19 May 1977, President Carter issued a new Executive policy on the L.S.
': role in the international transfer of arms. President Carter’s stance, in sharp contrast
.! to those of the Nixon and Ford Administrations, was the first initiative of its kind
¥ coming from the Executive Branch. It was specifically directed at substanually .
.' reducing the U.S. role in international arms transfers. There were several specific
::: exemptions, notably NATO. Japan, Australia and New Zealand. The major provisions
s of President Carter’'s program were as tollows:
g 18
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Foreign

Assistance Act Grapt Aid/Other (e.g, MAP, IMET, ESF, PKO) o
™1 of 1961 >
FMS
+ Grant Aid/Other | Foreign Military { |(Name Change, 1976)| < FMS
« FMS Sales Actof 1968| | Arms Export Control | » Commerciai
Act Exports
]
Mutual Security Commercial Exports (Munitions List)
Act of 1954
Annual Amendatory (Authorization) Acts:
Earlier Amendatory International International International Security
Legislation, eg., Security Assistance Security Assistance and Development
Foreign Assistance and Arms Expont Acts of 1977, 1978 Cooperation Act
Act of 1962 Control Act of 1976 and 1979 of (year)

Figure 2.1 Security Assistance Authorization Acts Since 1954.1.

¢ Reduce to FY 77 totals, the FY 78 Military Assistance Program (MAP), and
FMS commitments;

e The U.S. will not be the first country to introduce weapons of increased
sophistication into a region, nor will it permit the sale of U.S. weapons systems
abroad until they are fully deployed with U.S. Forces;

® Development and significant modification of advanced weapon systems solely
for export will not be permitted;

¢ Prohibit coproduction agreements of “significant” weapons in countries not
specifically exempt from the Carter Policy;

"Defense Institute of Security Assistance Management, The Management of
Security Assistance, Tth,ed., p.3-2, Wright-Patterson AFB, Ohio, November 1986.
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e The U.S. "may stipulate” that weapon systems it is selling can not be
retransferred under any circumstances by the purchasing nation to a third
country;

e LU.S. embassies and military representatives abroad will not be permitted to
promote arms sales, and corporate representatives must obtain State .
Department authorization for any production of arms sales abroad.

[Ref. 17: p.18,19]

President Reagan has pursued a different approach to conventional arms
transfers than did his predecessor. On July 8, 1981, he signed a directive that promoted
arms sales as an integral element of U.S. foreign policy and defense strategy.
(Ref. 18: p.62] The Reagan administration has modified five of the six points of the
Carter policy. President Reagan removed the dollar restriction on arms transfers,
eliminated the ban on development of export-only systems, removed this restriction on
the introduction of advanced weaponry into a region as well as the requirement for a
system to be in the U.S. inventory, issued instructions to U.S. embassies to provide
limited assistance to commercial vendors marketing their systems, and ended the ban
on co-production agreements. [Ref. 19: p.3]

However, the essential elements of the sixth control established by Carter have
been retained. The International Traffic in Arms Regulation (ITAR) requires advance -
authorization from the State Department before industry presents marketing proposals
to foreign nations for significant military equipment in excess of S14 million, or before -
entering into manufacturing licenses, or technical service agreements. NATO nations,
Japan, Australia, and New Zealand are exempt from this requirement.
[Ref. 20: 47703,47704)

Under the Reagan Administration, the fundamental criteria of arms transfer
decisions represents the foundation of security assisrance policy as follows:

e Regional stability and conflict;

e [.S. Forces readiness;

¢ Impending military threats;

e  Effective utilization by a recipient country;

¢  Human rights as provided by the FAA of 1961, Section 502B, as amended,
* Economic capacity and capabilities of the recipient nation.

A keystone of the Reagan policy is that the U.S. cannot defend Western
security interests alone. Thus, it will give urgent heed to the securitv requirements of

friends and allies not as an alternative to a U.S. commitment or capability, but as a




e complement thereto. Henceforth, the U.S. assesses the transfer of arms in light of the
’ "‘ . . - . .

vl::: contribution such transfer would make to the U.S. global or regional security. The
LN I

o first priority of transfers is to the major alliance partners, to those with which U.S.

. enjoys long association of cooperative and mutually beneficial relationships and to
f " ’ those nations which will permit access to support or basing facilities in the interest of
:: o] mutual defense.
f‘{'v - Lastly, because of diversity of L.S. interests and the security needs of the allies
oot and friends, the assessment of needs is pragmatically but strategically derived, and
:’,:‘:" tailored to the specific circumstance of each instance. However, the arms transfer
',:",:': policy will maintain inherently flexible to respond quickly to changing conditions and

o shifting Soviet strategies. {Ref. 1: p.1-59,1-60]
. 4. Legislation
:g" With respect to the current U.S. FMS , one authorization act is active: the
EE: Arms Control Act (AECA), as amended. The AECA came into being under a
R different title, i.e., the Foreign Military Sales Act of 1968 (FMSA). Before 1968, the
- ‘ basic authority for foreign military sales was the FAA. The FMSA served to address
X 2:: the Foreign Military Sales Program together under a new and separate act. The earlier
f i FMSA, through an amending action brought on by the International Security
:'_“: Assistance and Arms Export Control Act of 1976, is now known as the AECA. This
. 1976 Act also caused Sec.d14 (which provided authority for commercial licensing
,\ through the international Traffic in Arms Regulations) of the Mutual Security Act of
i:» 1954 to be superceded. and continued this authority in a new Sec.38 (Control of Arms
S‘l: Exports and Imports--through commercial licensing, etc.) to AECA. The AECA, in
. :e addition to containing several restrictions on the way in which FMS and Commercial
":-':"" Sales are conducted, also contains the actual dollar authorization (in terms of an
S aggregate ceiling) for the FMS financing program.
e 5. Authority and Responsibility
f . In general, the legislative and administrative authority for FMS is provided by
:: the Arms Export Control Act of 1976 (AECA). FMS cash sales are addressed in these
Ezg‘ legislations, not from a funding standpoint, but from a reporting, control and oversight
,::~ ¢ perspective. [Ref. 21: p.3-1 - 3-3]
“.-, a. President
::f" As the chief executive, the President is responsible for all of the activities of
:: the Executive Branch. The President has numerous assistants, cabinet members, and
i
o
"
s
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other subordinate officials to oversee the conduct of the U.S. security assistance
program (see Figure 2.2).

" President
National Security Council b -
.0ffice of Management § Budget B
Senate Foreign Relatiom Committee
Mousre Fereigm Affairy Cosmittes
L 1 Appropristiem Coamittees
Aras Transfer Armed Services Committees
::‘;::::’ rarggement B"S::::'u Congresslonsi Budget Office
rovd General ACounting Dftice
Secretary
Aren _ontroi Agency for
b Dtsarasment fofud 1nternstionad of Defeme
Ajency Development
l 1
t
Joint (hiefs U/SECIEF u/?l(;;h
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Figure 2.2 U.S. Government Organization for Security Assistance..

The Arms Export Control Act provides the President the authority a) to sell defense
articles, defense services, and design and construction services to eligible foreign

countries and international organizations, b) to procure such articles and services for
cash sales, c) to finance procurements by foreign countries, d) to guarantee lenders
against the risks of nonpayment, ¢) to control the import and export of defense articles
and services and f) to lease defense articles. [Ref. 9: p.§]
b. Congress

The Congress, as provided by Article I, Section I, of the U.S. Constitution,
is vested with all legislative power. In terms of FMS, congressional power and
influence are exerted in several ways:

2Ibid., p.5-2.




e Development, considerations, and action on legislation to establish or amend
security assistance authorization acts;

e Authorization and appropriation;

e Hearings and investigation into special areas of interest, to include instructions
to the General Accounting Office (GAO), the Congressional Budget Office
(CBO), and Congressional Research Service (CRS) to accomplish special
reviews;

Ratification of treaties which may have security assistance implications.

Under the Arms Export Control Act of 1976, the President is required to
notify Congress of major arms sales. The “thresholds” above which Congress must be
given prior notification of a sale-(found in Section 36 B) are:

e Any letter of offer to sell “any defense articles or services under this act ” for
S50 million or more:

® Any design and construction services for S20million or more:
¢  Any "“major defense equipment” for S14 million or more.

Under the same Act as amended, Congress was given the power to block
such sales by passing a joint resolution of disapproval with 30 days of notification of
the sales (15 days for NATO, Japan, Australia, New Zealand) {Ref. 22: pp.14-13]

c. State Departiment

Under the authority of the President, the Secretary of State is responsible
for the continuous supervision and general direction of foreign military sales,
determining whether there shall be a security assistance program, or a sale or export.
for a country and the value thereof and insuring such programs are effectively
integrated both at home and abroad, and that the foreign policv of the U.S. is best
served thereby (see Figure 2.3).

The Under Secretary for Security Assistance, Science, and Technology is
the principal advisor and focal point for security assistance matters within the
Department of State. The Under Secretary serves as Chairman of Arms Transfer
Management Group (ATMG), whose purpose is to advice the Assistant Secretary of
State in matters relating to implementation of the Administration’s arms transfer
policy; major arms transfer issues, and the Security Assistance planning, programming,
management and budgetary processes.

The Bureau of Politico-Military AfTairs assists the Secretary in carrving out
his responsibility for supervision of the Military Assistance and Sales Program(MASP),

and licenses the export of military equipment. It has two offices specifically concerned
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Figure 2.3 State Department.’.
]
. with security assistance: )
5 e The Office of Munitions Control (OMC);
®  The Office of Security Assistance and Sales(SAS).
Lr -
: (Ref. 1: pp.5-8,5-12]
& d. Department of Treasury
4

‘ The Treasury Department becames involved in security assistance in its role
) as the “financial agent” for the U.S. government, and in the area of foreign trade,
’ participates in the financial negotiations between the U.S. and foreign countries. [t
o excrcises broad control over export nulitary and commercial programs. assuring that
3 they are compatible with U.S trade and security policies. [t also reviews trade

agreements for credit risk evaluation, assuring the best utlization of U.S government
backing to credit institutions. [Ref. 23: 1976]

31bid., p.5-6.
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e. Department of Commerce
The Department of Commerce becomes involved with the U.S. security
assistance program in several wayvs. One is through its interface with the Department
of State and Defense with respect to civil items with potential for military application.
Another area of mvolvement is through the Maritime Administration which has a
responsibility to determine if foreign countries, through their freight forwarder agents,
are properly utilizing U.S. flag shipping for U.S. funded security assistance programs.
[Ref. 1: p.5-18]
f. Department of Defense ‘

The Department of Defense is the principal actor involved in FMS. The
department serves as the main coordinator for all the activities of the other
departments concerning FMS. Figure 2.4 shows DOD organization for security
assistance. Under the Section 623 of the FAA and Section 42 of the AECA. the
Secretary of Defense has primary responsibility for:

e The determunation of nulitary end-item requirements;

¢ The procurement of militurv equipment in a manner which permits integration
with service pregrams,

¢ The supervision of end-item use by recipient countries;
¢  The supervision of the training of foreign military and related civilian personnel;
¢ The movement and delivery of mulitary end-items;

¢ The estabhishment of priorities in the procurement, delivery, and allocation of
mulitary equipment;

e  Within the DOD. the performance of anv other functions with respect to the
farnishing of mulitary assistance, education, training, sales, and guarantecs.

Within the DOD, there are major offices involved in militarv assistance
4nd or the saje of mulitary items:
¢ The Under Secretary of Defense for Policy;
e Assistant Secretary of Defense for International Secunity Affairs(ASD [SA):
e Assistant Security of Delense (comptrollery:
e Joint Chief of Staff{JCSy, Unified Commands, and overseas activities;
¢ Defense Securnty Assistance Agenay (DSAAY

o Securnty Assistance Accounting Center (SAACH)

e [he nulitary departments. [Ref. 11 p.35-19,5-20)]
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'3 *Michael Collins Dunn, Defense & Foreign Affairs, p.27, The Perth Corporation,
“ Washington, D.C., 1986.
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&S g. The Military Departments

":§; The Secretaries of the mulitary departments serve as advisors to the
R Secretary of Defense on all matters of security assistance impacting on. or related to,
e their Department and shall act for the Security of Defense where responsibility for
actions is delegated.

:I §| In carrving out their responsibilities, the Secretaries:

‘S e  Provide the Secretary of Defense recomumendations considered appropriate and

necessary to ensure the successful conduct of secunty assistance, including its

1S interface with and support of mulitary department policies, objectives.plans,and
.:0.. programs:
i
':'.';.. ¢ Provide data, upon request, pertaining to price, source, availabilitv and leadume
iNE for use in developing and reviewing security assistance programs. including
FMS cases: \‘
oY ) . e ‘
iy - e Provide to elements of the Office of the Secretary of Defense, JCS, Unified |
s Commands. and MAAGS. as appropriate, technical information as to weapons :
":}.: svstems, tactics and doctrine.training.and pertinent logistic support, ‘
0
o . ‘ . . ‘ o
"‘;; ¢ Conduct training, and acquire and deliver defense articles and services included
f;;‘i..'l’ in approved programs,
» « . . . .
‘,::s‘ ¢ Coordinate and establish deliverv schedules and necessarv international
W procedures for follow-up, expediting, and related actions during implementation
:' " of approved programs;
i g
¢ Provide such other technical assistance and facilities to elements of the office of
PR the Secretary of Defense as necessary to promote efficiency and economyv in
LS . .
~ security assistance matters;
A e g . .. . . . . .
‘:: e  Within policies and criteria established by the ASD(ISA). and under direction
ooy of the Director, DSAA, make sales of defense articles and services to eligible
) countries and international organizations;
A ¢ [ntegrate acquisition for security assistance with mulitary service acquisition
3% programs in accordance with policy guidance provided by Under Secretarv of
Detense for Research and Engineering (ULSDR&E);
gl ¢ Maintain appropriate records and furnish prescribed records within the scope of
s their responsibilities;
ot ¢ Obtain from Unified Commands and SAOs such data as mayv be needed to
a2 carry out assigned responsibilities;
Tl
e  With respect to the area or areas assigned, provide admunistrative support
o needed to carry out securityv assistance functions, subject to the direction and
e policy guidance of the ASD{ISA).
s n" . . . -
:',.-‘,; ¢ In accordance with approved tables of distnbution and other authonzations.
o directives, and provide qualified military personnel to carry out securty

assistance assignments;
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®  Assist the ASD(ISA) and the Director, DSAA, as requested, in government-to-
government or interdepartmental discussions involving security assistance
policies, plans and programs;

®  Assist the ASD(ISA) and the Director, DSAA, as requested, in government-to-
government negotiations involving security assistance and the ASD(MRAG&L),
or designee, in government-to-government negotiations involving international
logistics arrangements. {Ref. |: pp.5-32,5-35]

6. Procedure
Military sales can take years to consummate. Even for relatively simple and
inexpensive weapons systems, countries can spend months selecting the item,
determining the amount of follow-on assistance to purchase, arranging financing,
obtaining U.S. government approval, and awaiting production and deliverv. The
following U.S. government procedures are listed in the sequence in which they would
typically be applied. But the order and duration of the early steps in this process vary
widely. Some of these actions (such as a Defense Requirement Survey, Planning and
Review Data, or a Letter of Intent) will not be taken for all sales. Some other DOD
admunistrative procedures (such as equipment requisition, processing of bills and
pavments, and insurance coverage) have been excluded from this discussion. Details
on both the included and the excluded procedures are described in the Security
Assistance Management Manual (DOD 5105. 38-M) which is a basic source for this
report. [Ref. 9: p.17}
a. Forward Planning
Even before specific requests are made by a purchasing country, the U.S.
may be involved in forward planning in other to help determine the needs of the buying
country and the budget and procurement issues relating to the U.S. There are three
separate “planning tracks”, described as the “countrvy track”, “budget track”,and
“procurement track”: the country track would involve the regional departments of the
State and Defense Departments, the Operation branch of DSAA, the Commanders of
the Unified Commands of the Armed Forces responsible for the area involved, and the
Security Assistance Office (SAO) in the affected country. The “budget track” involves
DSAA’s Plans branch, the Office of Management and Budget, and at State, the Under
Secretary of State for Security Assistance, Science and Technology (State T) and
Political-Military Affairs (State’'PM). The “procurement track” includes State PM, the
individual services, DSAA Operations and Plans, the Joint Chiefs of Staff, and the
National Disclosure Policy Committee.
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st The actual planning is carried out by two types of groups the "Country
sy Team” or Security Assistance Oftice for the country, and the “Washington Team”,
A which may be a consultative or survey team dispatched for a particular reason or
associated with a Joint Military Commission. All of the various agencies and players
interact with each other in planning.

A Keyv planning instrument is the Annual Integrated Assessment for
Security Assistance (AIASA), prepared by the Country Team. Other planning

" documents include Consolidated Data Reports (CDRs), containing the AIASA
1 4 . . . . . . .

'5{ information in abbreviated form for use in the Congressional Presentation Document
.::‘ (CPD), produced as part of the budget process each vear and outlining in general detail
e what will be required for a given country in the form of security assistance. For
" selected countries, a Security Assistance Defense Analysis Paper may be prepared
§

Akt annually. [Ref. 22: p.7

A ” p

SN b. Eligibility

4 . . . -

':«"P_;- Any country desiring to buy or lease defense articles or services -whether

: 2 EMS or commercial sales- must first meet the eligibility requirements detailed under

{7 the U.S. Arms Export Control Act (AECA).

- p

L The ACEA(section 3) states that no defense articles or services mayv be

b2 sold or leased by the U.S. government to any country or international organization
unless:

L)

G ® the President finds that the furnishing of defense articles and defense services to

! such country or international organization will strengthen the security of the

‘;u. L.S. and promote world peace;

'.."i 2! . . . .

) e the country or organization has agreed not transfer the item without the

i President’s consent;

Wl .. . . .

:' - ® the country or organization has agreed to maintain the security of the item;

r . . . . . . . . .

-':: & ¢ the country or organization is otherwise eligible, i.e., no other restrictions make
! it ineligible.

. Each year, in the Congressional Presentation Document for security
':;. assistance programs, the President submits a list of all countries that have been found
’. 5 . . . .

‘,;\ to be eligible for arms sales or leases under criterion above. [Ref. 9: p.13]

ot ¢. Request

Vo Based upon the nature of the request, and the military department that has
’w' cognizance over the defense articles or services, the process for negotiating and
oty . . .

1:.\ implementing a FMS case can vary widely. There are, however, some gencral
:"'a '
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guidelines to be followed. The first step is to determine the U.S. approved channels of
submission for the Letter of Request (LOR) for planning and review data (P&R), price .
and availability data (P&A), and for an offer which is the DD Form 1513 Letter of
Offer and Acceptance (LOA). [Ref. 22: p.9]

Assuming that a country is eligible and other considerations are met, the
"appfoved channels of submission” of a Letter of Request (LOR) vary according to
whether the foreign country is interested in “Significant Militarv Equipment” (SME).
SME refers to those types of equipment which are labelled as Significant Military
Equipment in the U.S. Munition List, which is published as part: of the Intermational
Traffic in Arms Regulations (ITAR). The route or channels of submission are shown
in Figures 2.5 and 2.6.

CUSTOMER ACTION
INCOUNTRY [ US. EMBASSY ;

COGNIZANT 000 COMPONENT

.
......................................................................................................

; INFORMATION
* o -
SECRETARY OF STATE SECRETARY OF DEFENSE J
UNIFIED COMMANO BUREAU OF POLITICO MILITARY AFFAIRS 0SAA
REQUEST
CUSTOMER (COGNIZANT DOD COMPONENT]
REPRESENTATIVE] | INFORMATION COPY
ESENTATVE ... INFORMATION COPY....... T — :
DEPARTMENT OF STATE

BUREAU OF DEPARTMENT OF DEFENSE
POLITICO'MILITARY AFFAIRS 0SAA

Figure 2.5 Channels of Request--Significant Military Equipment.s.

After the initial request is received, there are several possible approaches.
The buyer may request either preliminary informational data known as Planning and ‘
Review (P&R) data, or more specific and detailed Price and Availability (P&A) data

SDefense Institute of Security Assistance, op. cit., p.8-3.
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which offers precise estimates of the costs involved and the speed of delivery available,
or may directly request the preparation of a Letter of Offer and Acceptance(LOA).
{Ref. 22: pp.11-12}

€1THER | CUSTOMER REFRESENTATIVE
IN HOST COUNTRY
CUSTOMER | | ACTION
IN COUNTRY : l
OR 000 ELEMENT :
(MAAG OR SAQ) [chruzmr 000 COMPONENT
e T
. H :
SECRETARY OF STATE SECRETARY OF DEFENSE
UNIFIED COMMAND BUREAU OF POLITICO MILITARY AFFAIRS 0S4A
REQUEST
CUSTOMER [ coGruzant poo compowﬂr_]
REPRESENTATIVE] . N ORMATION COPY e
ESEny e
05”‘”&3‘;&’ UOSFS““E OEPARTMENT OF DEFENSE
POLITICO MILITARY AFFAIRS 0SA4

Figure 2.6 Channels of Request--All Other Foreign Military Sales.®.

(1) Planning and Review Data. When a country is at early stage of
considering a defense purchase, it may request Planning and Review (P&R) Data. A
request for P&R data must be placed through the same channels as a request for a
FMS. P&R data generally include: The item description, quantity, and cost; ancillary
support equipment: accessorial charges such as shipping costs; charges for training and

publications; estimatcd availability of the item: key assumptions in developing the data;
and timing factors relating to price and production schedules. [t is basically the same
information that is provided as P&A data but, to save time and resources, the
information is not made sufficiently accurate to use in preparing budgets or LOA.
DOD components that develop this data are instructed to provide data that 1s accurate

enough for planning of purchasing within 45 days of recciving a request.

S1bid., p.8-4.
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(2) Price and Availability Data. Information on the price and availability
of U.S. defense equipment or services is provided with, or may be provided well before
an LOA. These data must be requested through the same channels as a request for
purchase. If the U.S. government plans not to sell the articles to the requesting
country, it will not provide the P&A data. In this way, and sometimes in earlier
discussions between U.S. and foreign oflicials, some sales are turned ofY before thev are
formally requested. Few requests to purchase U.S. defense equipment are refused after
a country has requested and received P&A data. However, provision of the data does
not commut the U.S. government to sell the items involved, and the government defers
the decision to issue a LOA until the foreign country requests such an offer.

Section 28 AECA requires the President to provide Congress a list each
quarter of all P&A estimates that the U.S. government provided to foreign countries or
international organizations regarding major defense equipment worth S7 million or
more, defense articles worth $25 million or more.

{3) Letrer of Offer and Acceprance(LOA). The Militarv Department
responsible for a sale begins preparing a Letter of Offer within a few days of receiving
a request. After about 2 months, 1t submits an unsigned LOA to DSAA for review
and approval. DSAA generally completes its review in the next 20 davs,
simultaneously with the advance 20-dayv congressional review period.

At the same time that Congress is notified under section 36(b) of the
proposed sale, the assigned Military Department furnishes an unsigned LOA to the
purchaser. At least 5 davs before the statutorv congressional review period has been
completed, the Military Department submits a signed LOA to DSAA. State and
Defense give the LOA a final review and approval and, if Congress has not acted to
block the sale within the allotted period, the DSAA comptroller countersigns the LOA.
The Military Department then sends the signed LOA to the purchaser. The purchaser
1s normally allowed 60 days or less to accept the offer.

Forms other than an LOA are sometimes used to consummate a
foreign military sale. Examples of other documents are: Memoranda of Understanding
(MOU) for Co-production, Cooperative Research and Development Agreements, and
Engineering Assistance Agreements. DOD requires the subsequent completion of a
DD 1513 if another document is used initially. Also, the review procedure and
congressional notification process are the same regardless of the document imtally
used. [Ref. 9: p.20,21,31]




W
o
;:':l::‘. d. Congressional Notification
:::E: After DSAA OPS has approved the offer, State Department Review is also
ot involved. In the State Department, the regional bureau desk and PM Affairs carry out
p Y the review and then authorize the DSAA to provide Congress with the “informal”
b -s; 20-day advance notification to Congress, if the sale comes above the thresholds
) specitied by Section 36(B) - in commercial sales, Section 36(C) - of the Arms Export
v Control Act. After the 20-day period is over, DSAA submits the formal 36(B)
;"5'; notification to Congress as required.
E::?: Congress has required a wide range of reporting on arms sales: annual and
:3::: periodic reports on overall transfers, as well as prior notification of with Congressional
! opportunity to block, major sales of equipment or services. Congress’ authority to
e block arms sales evolved through the vears, with the exact internal procedures modified
_:j as recentlv as a law signed by President Reagan on February 12, 1986. Under the
;: Arms Export Control Act, the President was required to notify Congress of major arms
:’:T sales. In 1976, under the International Security Assistance and Arms Export Control
e Act of that vear, Congress was given the power to block such sales provided it passed a
! 2 concurrent resolution of disapproval within 30 days of notification of the sale (15 days
\E\} ’ for NATO, Australia, New Zealand, and Japan). Under the Arms Export Control Act
B (AECA) as amended up to presstime, the “thresholds” above which Congress must be
e given prior notification of a sale - founc in section 36(B)(1) - are:
?S‘; ° f\ny lcl:tt.er of offer to sell “any defense articles or services under this act” for
t: S30-mullion or more;
W ® Anyv design and construction services for $20 mullion or more;
'.? ¢  Or anv “major defense equipment” for S14 million or more.
:;': Additionally, President Reagan signed into law the latest amendment,
-‘\::: changing “concurrent resolution” to “joint resolution” throughout, and thus restoring
"' the expedited rules for both Houses. [Ref. 22: pp.12-15]
o e. .4cceptance
::Ef If the offer is acceptable, the purchaser must complete and sign the DD
:',- 1513 and forward three (or more as stated on the LOA) signed copies to the mulitary
w2 Jepartment and three signed copies to Security Assistance Accounting Center (SAAC)
A with anv required initial payment before the expiration date listed on the offer.
:E Pavment must be in U.S. dollars and may be transmitted by check or wire transfer.
> After an offer is signed accepted, DSAA must be notified bv message of the acceptance
"ty within five working days.
33
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All cases not received within ten days of the expiration date are
automatically cancelled. If a purchaser knows that an expiration date cannot be met, a
request for extension should be made to the cognizant DOD component to keep the
"Offer” open. Policy considerations or the time sensitivity of contractor provided price .
quotations on which the offer is based may preclude the time extension of the

expiration date may be granted.

Upon receipt of the properly signed DD 1513 and the cash deposit, DSAA
enters the case in the DSAA automated data file in accepted status and the case is then
ready for implementation. [Ref. 1: p.9-16]

J- Implementation

Once the LOA is signed and sealed, only delivery remains. SAAC issues the
obligational authority (OA) to the cognizant DOD component as evidence that proper
acceptance of the LOA has been received.

The procurement and logical aspects of delivery are as complex as other
stages of the process but need not be described in excessive detail here. Procurement
procedures depend on the item but are handled in the same way as regular U.S.
government procurement, with program directors and systems managers as needed
dealing with the U.S. Military Assistance Advisory Group (MAAG) in the buving
country and overseeing the progress of the deal.

The basic procurement varies according to the case. Items may be procured
from new production or taken from U.S. government stocks, and the complete system
then assembled. FMS needs may be consolidated with U.S. government procurement
requirements or placed on a separate contract whichever is more efficient.

In 1981, legislation authorized the creation of the Special Defense
Acquisition Fund (SDAF) as a revolving fund separate from other accounts under
DOD control to finance the acquisition of defense articles in anticipation of their sale
through FMS. This was done to make it possible to fill urgent requirements more
quickly, smooth out production rates and reduce procurement time. The SDAF is
under the direction of the Director of the Defense Security Assistance Agency (DSAA).
Usually SDAF items are actually sold prior to the actual delivery from production.

Various tvpes of case directives are prepared to spell out all the financial
and logistic considerations, these go bevond the DD 1813 specifications. Reviews of
the program occur at various times. When all is finally delivered, billed and paid,
SAAC issues a “Final Statement” and the FMS case 1s closed. [Ref. 22: p.13]

R N et v v e re
“ NN L T e e et e e e
9 ‘n-l’;\.:'l_-'.'_ PRV V) AN aalal A‘..‘AJ‘_A\A'PLA

a

OO L R

.nmm M A N T AT )

f ‘.-".-;‘.f




7. Trends

The nature of arms trade in the late twentieth century may be characterized by
five salient developments: the rapidly increasing number of competitors for sales and
the emergence of a wide choice of weapons for recipients; the growing number of
suppliers that have entered the market for largely economic reasons; the continuing
international debt crisis, particularly among Third World nations; the growing necessitv
for suppliers to provide offsets to recipients as a condition of sale; and, of particular
concern for the United States as a competitor in the new arms sales market, the
growing reluctance of the Congress to confront complex issues of security assistance in
the Middle East, with the likehood that this significant share of the market will become
Jominated by economucally motivated competitors.

The structure of the international arms market has undergone significant
readjustment as the Soviet Union and the U.S., which were responsible for over 80
percent of deliveries at the close of the 1960°s, presently account for less than 55
percent. Although the Soviet portion of the market has remained relatively constant at
about 33 percent and the other Warsaw Pact nations at about 8 percent, U.S. market
share drastically declined from about 60 percent in 1969 to 22 percent by 1984.
[Ref. 24: pp.1-2]

The annual value of the production of major weapons in the Third World has
risen fairly constantly from 1950 to 1984. In 1950 production was valued at about $2.3
million, or roughly equivalent to the cost in the mid-1980s of one main battle tank. In
1984 this value was about 500 times higher. The total value for the first two decades
(1950-69) approximately equals the value for any single vear in the 1980s. The total
vaiue during the past five vears (1980-84) under studv is about 25 times as high as the
value for the first 15 years of the time series (1950-64). Despite this growth, arms
production in the Third World is limited at 1.5-2 percent of the global production of
major weapons in the early 1980s. [Ref. 23: p.7]

Arms transfers have been a central instrument in promoting U.S. postwar
foreign and national security policy objectives. These transfers have been in the form
of grant assistance, military assistance funded through the U.S. armed forces budget
appropriations, and arms sales. Since 1974 the FMS program and the financing tools
that support it have for the most part replaced the grant programs of military
assistance that rebuilt the shattered armies of U.S. allies in the North Atlantic Treaty
Organization (NATO) during the two decades following World War Il and later
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provided massive amounts of mulitary equipment, training, and support services for the
Republic of Vietnam and other L.S. allies directly involved in the Vietnam War.

The rise of sales. a relativelv recent phenomenon, coincided with pressures
within the U.S. government during the mud-1960s to find a less monetarily costly aid
instrument and to find relief from the adverse impact billions of dollars of grant
military assistance was having on the U.S. trade balance. Foreign military sales
provide such reliet. In FY 1939, FMS deliveries accounted for less than 10 percent of
all U.S. military assistance deliveries worldwide. By 1974, more than half of all
deliveries of military equipment, supplies, services, and training to the world were
provided under the FMS program. Since then, FMS has dominated U.S. security
assistance activities. [Ref. 24: p.14]

Another significant trend has been the qualitative rise which has accompanied
the quantitative expansion of arms. Whereas many of the weapons transferred in
earlier periods were second-generation or obsolete, today they are often the most
advanced and sophisticated in the inventories, or new production runs, of the supplier
states.

In the 1950s and 1960s, most arms that were transferred went to developed
countries, usually NATO and Warsaw Pact allies of the suppliers, or to countries with
which there were special military links, as in the case of Vietnam. Today most arms
are going to developing countries, including areas of real or potential instabilitv. The
largest expansion of arms exports has been to the Middle East Persian Gulf where
Iran, Saudi Arabia and Israel have been the major recipients. Transfers to Africa,
Latin America and elsewhere, although comparatively small in absolute terms.
nevertheless represent substantial quantitative and qualitative increases in flows into
these areas. [Ref. 13: pp.2-3]

Lastly, in the mid-1980s commercial arms sales began to rival the long-
dominant security assistance program. Licensed export appropriations approached the
value of FMS agreements, commercial arms exports were conservatively reported at
more than 30 percent of FMS deliveries, and the number of contract personnel

implementing commercial arms exports abroad was about double the security

assistance personnel contingent overseas. If these trends continue, commercial arms
exports will overtake the FMS program as the main channel of U.S. arms transfers in
the 1990s. [Ref. 24: p.204]
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B. U.S. FMS AND ROK
1. History

Historically, official diplomatic relations between the U.S. and Korea were
first established in 1882. However, in real terms, relations between the U.S. and an
independent Korean state began not with the signing of the Schufeldt Treaty on 22
Mav 1882, but with the landing in Korea of the first U.S mulitary contingent on 8§
September 1945. {Ref. 3: p.2]

a. Period I: Occupation, and U.S. disengagement (1945-50)

The U.S. security interest in Korea has evolved from an American
“Japanocentric” strategy which has sought to maintain an effective and credible
deterrent force to certain Sino-Soviet expansion. However, during the postwar period,
according to U.S. strategic doctrine, Korea was not considered very important. The
equivocality about Korea's strategic importance affected not only the U.S. muilitary
presence, but also its assistance programs. Most seriously affected was U.S. military
aid. In addition to the inherent problems of higher aid priorities and limited funding
resources. this aid was plagued by low estimates of Korea's strategic value and by
continued concern about a possible South Korean attack northward. Accordingly,
despite official endorsement of Korean independence, the U.S. restricted its mulitary
objectives throughout this period to the creation of a minimal, internal security force.
The U.S. provided the ROK army only light weapons that could not be used for
offensive purposes. It restricted the Korean Coast Guard to a few small PT boats.
And it limited the Air Force, which was not created until October 1949, to a few light

planes and propeller-driven aircraft. Moreover, because of the low priority assigned

Korea by the Joint Chief of Staff, execution of the military-aid program approved
under the Mutual Defense Assistance Act was hindered by the requirement that
deliveries await new contracts, rather than draw upon existing mulitary stocks. Table 1
shows defense expenditure of the Republic of Korea during 1949-1953.

As a result, the Republic of Korea Army, which numbered less than
100,000 men by mid-1950, was armed with weapons tor a force only half that size. [t
had no tanks, no medium or artillerv, no large mortars, and not even a single combat
aircraft. Despite congressional approval of nearly S11 mullion of military aid in March

1950, no additional direct militarv assistance reached Seoul until after the Korean War

began. [Ref. 3: p.33]




TABLE 1
ROK DEFENSE EXPENDITURES, 1949-1955

(In million won: Approximately 274 won =USS 1)

Year Defense Expenditure Total Budget Counter-part
R Fund (US Aid)
-

1949 23.95 91.11 0.22

1950 132.43 242.96 13.15

1951 329.84 617.86 —

1952 946.28 2.150.76 306.95

1953 3,260.54 6,068.31 795.89

1954 5,991.81 14,239.16 4,470.43

1955 10,637.88 28.143.94 15,053.63

b. Period II: Hot War, and U.S. Reinvolvement (1950-1968)

During the Korean War, U.S. security policy toward Korea reversed
dramatically, both creating an awareness of the strategic importance of Korea to U.S.
containment objectives and by instilling a general brothers-in-arms sentiment. As a
result of the North Korean invasion, the ROK became not only a central point of the
U.S. forward defense zone but also a trusted and a valued ally. In the decade and a
half thereafter, the U.S. assumed a dominant role in Korean military, economic, and
political development in a relationship characterized as much by its closeness as by its
fundamental asymmetry. Major arms transfers to the ROK increased dramatically over
the previous period.

As Table 2 indicates, this represented more than 27 percent of all U.S.
military aid given to East Asia and the Pacific during this period, and over 30 percent
in the period before Vietnam started to absorb increasing amounts of U.S. assistance.
In the process of assuming such a large responsibility, the U.S. played a major role in
describing the size, configuration, and weaponry of the ROK military forces. It also
dictated the contents of the deterrence strategy. [Ref. 3: pp.36-39] These transfers
included F-3 fighters and F-86 Sabre fighter-bombers, 203mm howitzers, and advanced
missiles such as the Nike Hercules, Honest John, and Hawk. Including Milit.y
Assistance Program (MAP) funding and credit assistance, U.S. military aid to Korea
between 1950 and 1968 totaled some $2.5 billion.
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TABLE 2
. . . 7
U.S. MILITARY ASSISTANCE TO THE ROK, 1949-1968.
Total Miditan
Toval Miliram Assistunce 10 Eust
Assistgnce 1o Korea Asia Percent ta
Fiscal Yeur tmulirons of dollary) tmutliony of dollars) Norea
1939 {us? 17 160 7 72
19S3-1987 527 8 24037 219
tusy RRYIN| 627 8 527
1989 W) S 606 7 4
1960 190 2 501 6 379
1961 192 2 98 4 RN
1ya2 169 bR} 262
1uet (R 651 R R0
196 1243 S6) 7 221
1968 1731 &8 9 267
luea 183 4. S35 6 286
1ua7 149 B¢ 671 0 223
luax 197 3¢ 10269 192
Towal
1 3
1951 - 1961 1431 8 4.635.2 o9
Total N 5
194u— 1968 2.560 6 9.419.1 272
Source. SIPRY, The Arms Trade with the Third World (London. Paul Elek Limuted. 1971).
pp. 136-137.
*Excludes military assistance funding related to South Korean forces t1n Vietnam.

¢. Period III: Detente, Interdependence, and U.S. Retrenchment
(1969 - present)

This period is very important in describing the relationship of U.S. FMS
and ROK. The role of U.S. military assistance changed significantly during this period.
While the ROK began in 1971 to purchase defense equipment under FMS programs,
grant aid for operations and maintenance ended in 1974, and that for investment
stopped two years later.

Since 1968, arms sales began, while military grants were decreased. Now,
the declining use of mulitary assistance to an increasing reliance on arms sales became
the new trend of U.S. policy. [Ref. 3: p.49]

There were several reasons for such policy of arms transaction of the U.S..
First, the Nixon doctrine called for a shared responsibility of defense against
communist forces with regard to the arms transaction to the ROK. Second, the
domestic factor also played a key role in including such a policy. The Vietnam War,

’Gerald L. Curtis and Sung-joo Han, The U.S.-South Korean Alliance, p.40,
Lexington Books, Lexington, Massachusetts, 1983.
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the economic difficulties, deficit of balance in payments due particularly to oil from
abroad and other reasons strained U.S. defense expenditures. With these problems, the
U.S. reduced its force stationed in the ROK by one-third in 1971. Third, the growth of
ROK GNP was 7 percent in 1972, and an incredible 15.2 percent in 1976. With
enormous domestic economic development, the ROK earned large sums of foreign
currency to support arms purchases. Fourth, North Korean provocation was
intensified due to its strategic attempt to unify Korea by “Communisation” in the
Korean Peninsula. Such provocation, and later President Carter’s announcement of
U.S. ground troop withdrawals from Korea created an enormous sense of insecurity in
the ROK. This in turn created demands for arms purchases.

TABLE 3
MAP AND FMS TO THE ROK, 1968-1977.8

(Dollars in thousands)

Educ. & Excess FMS FMS  Commercial

Year MAP  Training Def. Art. Agr. Del. Exports
1968 357,270 6.599 51,377 1,504 1,428 588
1969 425,222 7,244 124,964 3,093 716 1,907
1970 313,074 4,965 34,813 — 1,934 1,033
1974 434,804 5,359 137,118 393 408 2,037
1972 285,727 4,519 226,113 8,765 371 685
1973 296,742 2,032 32,142 1,589 2,378 187

1974 92,008 1,527 19,505 100,392 13,318 1,090
1975 79,185 1,291 7,976 216,010 57,452 3,550
1976 59,817 2,058 1,153 634,625 161,260 19,909
1977 1,185 1,395 - 653,987 184,818 62,500

Source: Data taken from Foreign Military Sales and Militarv Assistance Facis,
December, 1977, published by Data Management Division, Comptroller, Defense
Security Assistance Agency.

The policy shift from military assistance to military sales to the ROK came
quickly and was quite large in terms of the volume of arms transactions. As can be
seen from Table 3, the military assistance was reduced from about $296 million in 1973

to merely $92 muilion in 1974, [t provided S15 million in loans to purchase arms for

8Tae-Hwan Kwak, U.S.-Korean Relations 1882-1982, p.309, Kyungnam
University Press, Seoul, Korea, 1982.
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the ROK. It was steadily increased in the following vears. Military loans reached $59
million in 1975.

More significantly, the FMS agreements were drastically increased. For
example, the FMS agreements to the ROK were a merely 295,000 dollars in 1967. [t
was increased up to S1.5 million in 1968. The military sales agreernents between the
U.S. and the ROK mounted to SI100 mullion tn 1974, It reached more than S633
million in 1977. [Ref. 4: p.310]

Between FY 1978 and FY 1979, ROK FMS purchases rose to $3%0 mullion,
ranking the ROK behind only Saudi Arabia, Israel, and Egvpt as an FMS customer.
In addition, direct military sales to Korea outside FMS were significantly boosted.
Weapons involved in all these transactions included: TOW, Sidewinder, and Sparrow
mussiles; F-4 and F-3 fighters; C-130 transports; armored personnel carriers and
sophisticated radar communication equipment. In 1978, the U.S. established a
Defense Field Office (DFO) to manage this huge volume of security assistance,
monitor the delivery of equipment, and assist in its integration into the Korean armed
forces. [Ref. 3: p.52]

2. Impact on ROK
a. Establishment, Development of ROK forces

In January 19435, the U.S. fostered the establishment of a national mulitary
force (the National Constabulary) and provided it both arms and training. Thereafter,
the U.S. encouraged the development of the Constabulary into more of a full-fledged
armyv (the National Defense Force) and transferred to it a range of older weapons.
[Ref. 3: p.33]

However, throughout the war, U.S. priorities remained with the supply of
its own troops. Weapons provided to Korea were relative to its nulitary needs and
capabilities. By 1954, ROK army manpower strength reached its peak of 630,000 men.
It expanded into twenty full-combat divisions and ten reserve divisions. These
divisions were totally equipped by U.S. arms. [Ref. 4. p.306]

After the War, the U.S. began to devote extensive time and resources
order to improve ROK security posture. Military aid to the ROK was necessary not
only to enable its military to meet possible aggressions fro.m the North, but also to
make the U.S. commitment meaningful in accordance with 1ts Mutual Defense Treaty.

Further, the U.S. plaved a major role in prescribing the size, configuration, and the

weaponry of ROK military forces. Also. in this early period, each vear several hundred
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U.S. mulitary advisors known as the Korean Military Advisory Group (KMAG)
participated in training the ROK army. [Ref. 26: p.20]

Bv 1968, The ROK's forces numbered roughly 620,000. The army alone
totaled some 550,000, and consisted of nineteen front-line infantry divisions, two armed
brigades, and forty artillerv battalions in addition to four other tank battalions, heid in
reserve; the navy totaled 17,000, the marine corps 30,000, and the air force 23,000, the
latter including 195 combat aircraft. With this capability, the ROK felt strong enough
to commit two infantry divisions to the defense of South Vietnam, where they
demonstrated effective fighting capabilities. [Ref. 3: p.39] During the Vietnam conflict,
even though arms were supplied from 1965 as a quid pro quo for the deployment and
use of ROK troops in Vietnam, the U.S. promised to help the ROK to modernize its
mulitary capability. [Ref. 4: p.308]

In 1976, the ROK launched its five-year Force Improvement Plan (FIP).
With an initial fund of §7.6 billion, the FIP attempted to establish various projects
such as the purchase of more modern fighters and TOW anti-tank missiles, upgrading
defense and tank forces, domestic production of some artillery and small arms, and
enhanced logistics and war reserve munitions, After its completion, the ROK
commenced another plan to end in 1986. Under this modernization plan for 1982-86,
Korea plans to continue to coproduce F-5 Tiger Il fighters, to purchase F-16 ai-craft
and TOW mussiles, and to modify its HAWK SAM missiles. [Ref. 4: p.315]

b. Weapon Systems

Two major improvement periods for anti-armor occurred. The first one
was in 1976 when the Hughes 500M:D Armed Helicopter and the ground mounted
TOW ATM were introduced. The second one was in 1978 when A-10 aircraft were
acquired.

In the area of air defense, its improvements were noted during the following
periods:

® 1965 - Nike-Hercules SAM and Hawk SAM,;

* 1975 - AIM 96 sidewinder AAM and Vulcan 20mm AAG;
e 1976 - additional Nike-Hercules;

o 1977 - MIM 23B HAWK SAM;

® 1979 - Missile Minder.

In the category of armor, in 1971, the U.S. transferred M-60 tanks from the
Tth Division and sold the Md8A2¢ tanks. In 1976, more M-48 tanks were sold to the
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ROK and $35.6 million was made available to convert M-48 tanks to M-48A3'AS

::§ tanks. Additional M-48A3 tanks were sold in 1978.

"_ﬁ_{a In artillery, the first improvement was Honest John SSM in 1958 and the
X , second was 105mm howitzer and 155mm howitzer in 1965. The third was 203mm
1. howitzer in 1966. The next was 203mm howitzer and N107 howitzer in 1971. The fifth
{E was the transfer of Honest Johns in 1977 and the last was in 1978 when M-109A2 SP
x5! howitzers were transferred.

ta Meanwhile, improvement in aircraft are as follows:

V e 1955-1960 F-86F D Sabre;

1- ® 1965, 1968 F-5A/B;

y o 1969, 1971 F-4E'D;

- e 1972 F-5E;

.r‘:‘ ; ’ .

:'t * 1975 F-4E, F-SE Tiger2;
ye e 1977 F4E;

e o 1978 A-10A;

- e 1979 F-4E, F-SE'F;

ke o 1981 F-16.

; In the category of naval improvements, seven periods were noted. They
B are:

o ® 1963 - "Fletcher” class destroyer, “Rudderow” class frigate, "Auk” class escort
o~ vessel, minesweepers;

: ® 1968 - The transfer of additional destroyers;

':: ® 1971 - The loan of U.S. destroyers;

J e 1974 - The transfer of SSM and launchers to Equip PSMM ships;

*.. ® 1975 - The transfer of destroyers and Harpoon SSM;

D ‘ e 1976 - The transfer of missile boats and the agreement for others to be built
lj:: under ROK licenses;

v ® 1978 - The transfer of missile boats. [Ref. 27: pp.10-15]

’5‘ ¢. Introduction of Modern Military Capabilities

',; Though the Republic of Korea received major weapons from the U.S.
:' between 1956 and 1960, the only modern equipment transferred to the Peninsula was
- F-86 Sabre fighter-bombers. Missile systems had been in the Kcrea before the 1960's.
::&‘ However, it is significant to note that the South finally received its own muissile systems
s in 1961. The ROK navy was first provided modern warships in 1963. Of the above
2:31 ] mentioned equipment and arms transferred, only the missile svstems were still being
. utilized by the U.S. own armed forces. [Ref. 28: pp.250-251]
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',) During the period of and immediately following the Vietnam War, there
E: was a significant influx of new technology to the South. In some cases, it was simply a
o case of replacing an obsolete system with a more current one. In other cases, the
o importation of high technology aircraft (F-dD) led to a mini-arms race. The goals 1
A established for the Republic of Korea's FIP were based on an out-dated evaluation of
e North Korean capabilities held at the end of the 1960s. [Ref. 29: p.175] )
S In more details, new major technology that was introduced either in
" coproduction agreements or in the introduction of military equipment are as follows:
: e 1958 Honest John SSM;
N ® 1965-1968 F-5 Freedom Fighters;
b ¢ 1971 F-4 Phantoms, M-60 tanks, M 107 howitzers;
0 e 1972 Hughes AGM-635 Missiles;
2 ¢ 1974 Standard ship to load missile;
::.: e 1975 F-5 Tiger 2 aircrafts, Harpoon SSM, Vulcan 20mm AAG, Coproduction
1 of a solid fuel rocket motor plant;
» e 1976 TOW and Lance missiles, Coproduction of Hughes 500'MD Armed
K- Helicopters;
e 1977 Laser bomb kits, MIM 23 B HAWK SAM; <
w o 1978 A-10A fighters, M-109A2 SP howitzers;

¢ 1979 AN'TSQ-73 Missile Minder, Coproduction of F-5E/F aircrafts ;

*- o 1981 F-16 aircraft. [Ref. 27: pp.13-14]
e d. Military Expenditure and Arms Race
\.. The ROK military budget was relatively modest until 1975, with a 4% to
LJ % rate of annual expenditure increases. Extrapolating from the 1960's and 1970's.
o and based on that rate, the 1975 and 1976 ROK budgets would have been roughly
{é $500 muilion. However, in 1975 a sudden budget shift occured in reaction to the
o American withdrawal from Vietnam. In that year, the ROK defense budget rose to
" over S1.5 billion. This exponential trend has continued since the mid-1970's with the
E _ ROK defense budget exceeding S2 billion in 1977, S3 billion in 1979, and $4.4 billion in
W 1981.
R When one side obtained a specific system that was perceived as tipping the

military balance, pressure was placed on that side’s supplier to provide an equalizer or
: better system. The general pattern of ROK and North Korean military growth '
?"5 indicates that in the late 1970's and eariy 1980's both were locked into an exponential
8
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arms race. Both Koreas were quite clearly aware of the situation, but few efforts have

been made to break the cvclical logic of matching military escalations. |

[Ref. 4: pp.268-270] i
e. Influence on Internal Events

The Stockholm International Peace Research Institute suggested three
broadly defined motivations for arms transaction policies of a state. One of the
motivations is an attempt to control political and military events by supplving arms.
Second. transaction of arms can be motivated [requently for purely economic profits.
Third, some states attempt to restrict arms flow or at least be very selective in
transferring weapons to others. [Ref. 4: p.283]

During 1950-1968, along with U.S. acceptance of responsibility for South
Korea’'s economical reconstruction came U.S. intervention in the ROK's domestic
political processes. This intervention was both most frequent and most extensive in the
area of economic policymaking.

U.S. intervention in ROK policy processes was not confined, however, to
the economic sphere. The U.S. frequently intruded into more strictly political areas as
well. The U.S. plaved an obviously central role, for example, in the decision of
President Rhee to accept the armistice arrangement ending the Korean War in 1953. It
plaved a similar, if less-known, role in the resignation of Rhee in 1960 and the
establishment of a civilian government three vears later.

Over the course of the mid-1970s, a number of developments in Korea, the
imposition of martial law in 1972 and the promulgation of the Yushin Constitution,
tied in a unique way U.S. weariness with its costly involvement in large and its moral
concern with the state of human rights in Korea. The U.S. Congress included in its

fiscal 1975 aid package an amendment requiring that the last $20 nullion of that vear’s

S163 nullion authorization for the ROK be withheld until the South improved the
human rights situation in that country. This $20 million was not never approved.
Jf. Economic Development

U.S. mulitary assistance had significant economic implications. Under the
L.S. protection and with U.S. support, the ROK was able to devote the lion’s share of
its efforts to economic development. Because of U.S. assistance. for example, as late as
1963 roughly 61 percent of ROK's S112 million defense budget was covered by U.S.
Militarv Budget Support derived from economic assistance; the ROK itself provided

only S41.5 million, or 1.5 percent of the ROK’s GNP, from its own resources. In
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addition, the U.S. provided some S173 mullion in security assistance for a total $243
million. This represented roughly 85 percent of total U.S. and Korean spending of the
Republic of Korea's defense. This freed scarce resources for development objectives.
[t also meshed well with the ROK's own strategy of focusing resources on economic
development. Throughout this period, the Republic of Korea government consciously
restricted the defense budget to 4 percent or less of the GNP, while depending on the
L.S. to equip and fund heavily the Republic of Korea forces. [Ref. 3: p.d1]
g. Weapon Dependence

The ROK has fundamentally relied on U.S. security assistance for its
weapons acquisition, the bulk of it obtained through grant assistance. Not until 1975
did the ROK begin to obtain weapons in any quantity other than through grant
assistance from the U.S.. The Vietnam era represented the peak period of L.S.
deliveries of weapon systems and services to the ROK. Through the period of U.S.
direct military involvement in the conflict, deliveries of weapons, equipment, and
services provided to the ROK through U.S. grant assistance programs were exceedingly
large. Since 1978, the delivery of weapons, equipment, and services to South Korea
from the U.S. has steadily declined.

A weapon category breakdown of the period FY 1950 to FY 1963 indicates
that only a small proportion of security assistance provided the ROK by the U.S. was
combat equipment. In fact, 44 percent of all military deliveries were support
equipment. Support services constituted 17 percent of all deliveries. Combat aircraft,
combat ships, combat vehicles, weapons, and missiles constituted only 10 percent of all
deliveries for the period.

Since FY 1963, there has been a significant shift in Korean acquisition
patterns of U.S. military items. In particular, combat equipment became the largest
category of items received, amounting to 35 percent for the period. Concomitantly
support services increased to 24 percent, while support equipment deliveries declined to
19 percent.

Data on U.S. arms transfers to the ROK, as recorded by the DOD., identifv
major patterns of Korean acquisition of military equipment. For example, only in FY
1968 did the value of combat ship acquisitions equal S35 million. After FY 1972,
support ship and combat ship acquisitionc from the U.S. became insignificant. On two
occasions, Korean orders of combat aircraft have been quite substantial.
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The primary souces of weapons since 1970 has been the U.S.. Brazil sold
the ROK two types of trainers in 1983. France sold the South the MM-38 Exocet, and
[taly sold the South the FIAT 6614 APC. Apart from those three purchases, all
identified Korean purchases of major weapon systems since have been from the U.S..

Since the early 1970s, the ROK has developed a significant military
production capability. A significant portion of this capability has been obtained
through license and assembly agreements with the U.S.. However, in 1976, the ROK
obtained a licenses agreement with Italy to produce the type 6614 armored personnel
carrier.  Other Korean military production capabilities range from a major
modernization and upgrade of the M48AS5 main tank to an effort at indigenous design
and production of a submarine. [Ref. 24: pp.142-144]

h. Military Bualance

During the immediate postwar period, when the South was not considered
very important according to U.S. srategic doctrine, North Korea was the only
developing country to receive arms supplies from the Soviet Union. The Soviets
continued to supplied substantial quantities of arms during the Korean war. After the
Korean Armustice in 1953, the Soviet Union continued to support the North but
showed restraint in regard to further mulitary aid due to its policy of avoidance.

The imbalance between the South and North was one of the major causes
of the Korean War. American military supplies to the ROK rose substantially through
the second half of the 1950°s following the Mutual Defense Treaty of 1953. The ROK
received some very capable weapons svstems such as the F-86 D'F, missiles, and
various naval ships including destrovers. In the first half of the 1960’s, the arms flow
saw a discernable slowdown reflecting in part the reduction in Soviet supplies to the
North. American military aid was increasingly limited to the replacement and
maintenance of the existing equipment. By 1964, the North did not have a military
advantage over the South and did not pursue one during this period.

By 1971, however, the North had built a formidable military machine.
Manpower levels in all services as well as number of main battle tanks and artillery
pieces increased significantly. Of particular significance were transfers of MIG-21
aircraft and T-54'55 tanks. Large numbers of missiles were also received. The Soviets
seemed to be seriously aiding the North in developing a formidable, possibly offensive
oriented mulitary force.
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Meanwhile, by 1965, the L.S. was embroiled in Indochina and began to
increase and adjust its security assistance accordingly. The U.S. continued to increase
is assistance to the ROK. By 1971, the U.S. provided the ROK with F-3A and
F-4E D aircrafts, M-60 and Md48A2C tanks, M113 Armored Personnel Carriers, and M
107 howitzers. During this time, North Korea shifted the military balance in its favor.
This mulitary buildup was a definite threat to the ROK. From 1972 to 1980, North
Korea force levels increased dramatically in virtually all areas. The most significant
transfers involved submarines, T-35 and T-62 tanks. However, it is obvious that the
North was relving heavily on its indigenous arms manufacturing capability to provide
most of its armaments. The decrease in arms shipments by Chinese and Soviet Union
indicates that the North did not enjoy their full support for its unification goal.

During the same period, there was no clear pattern of U.S. arms transfers
to the ROK. There were short periods of increasing and decreasing levels of security
assistance. However, many technically advanced weapons were provided to the ROK,
mostly as sales. The South started to enjoy slightly the small qualitative edge.

Since 1984, the North Korean swing toward the Soviet Union has brought
major changes such as the Soviet supply of MIG-23 fighters and several kinds of
nussiles. Even though the ROK was supplied F-16 aircraft during the similar time, the
transfer of new Soviet technology increases the threat to the South and will widen the
quantitative imbalance.

3. Trends

There are three apparent trends in the ROK's FMS acquisition. One of the
significant changes is the transition from MAP to FMS cash procurement. Up to the
earlv 1970’s, the ROK had been supplied its military equipment mostly by the L.S.
MAP programs. After the “Nixon Doctrine”, this program was deemphasized. The
other method, the FMS credit program, had been available unul FY 86. Now, the
ROK has only one option, which is FMS cash procurement, to obtain its required
sophisticated weapon systems.

Since the 1950s, the arms race on the peninsula has continued. South and
North Korea do not want to maintain inferior weapon systems In relation to one
another. The U.S. has been considered the major supplier of ROK’s military
equipments because the U.S. is a reliable and capable supplier of ROK's sophisticated

weapon svstems or new technology. However, LU.S. price have drastically increased.
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Due to its increased defense expenditures, the South has sought other ways:
U.S. direct sales and self-production. Since the early 1970’s, the ROK government has
supported its defense industry. Currently, most of ROK’s conventional weapon
systems are procured through in-country sources. The ratio of U.S. direct procurement
to FMS has also continuously increased.

4. FMS Without Credit

Sales have not generally been considered to be foreign assistance. The term
assistance is usually used to refer to U.S. government funding on a grant basis or loan
basis, and to earlier Military Assistance Programs (MAP) and Military Assistance
Service Funded Programs that supplied equipment and services on a grant basis.
Basically, the financing program is available to governments whose economic situation
or near-term security requirements make cash sale inappropriate or impossible. On the
other hand, FMS cash sales are the reverse. [Ref. 9: p.2]

Under FMS cash sales, eligible foreign governments may buy military
equipment, training and services from the U.S. government under terms negotiated
contractually. All expenses incident to the sale are paid by the purchaser. FMS sales
to allies such as NATO are motivated by security interests and domestic economic

. concerns. Cash sales to other friendly or non-allied countries are usually a political
decision based on pursuit of foreign policy objectives. [Ref. 30: p.81]

Also, items and services, including training, may be provided from DOD
stocks or from new procurement. If the source of supply is new procurement, on the
basis of having a DD Form 1513 which has been accepted assigned cognizance for this
case is authorized to enter into a subsequent contractual arrangement with industry in

order to provide the item or service initially requested. Foreign purchaser payments

shall be received in advance of the time any payments are due by the U.S.G. to the
commercial contractor, etc..

- Figure 2.7 presents a block diagram showing the “flow of funds for FMS.” In
. this sense, it serves its primary purpose of providing the "big picture” relating to funds
flow. Based on the U.S. government demands which are (1) the initial deposit

: requirement and (2) the recurring payment requirements, the purchaser must respond

: by providing the funds requested. In doing this, the purchaser has two general sources

of financing: cash and U.S. government credit. From the perspective of the U.S.
’ government, cash financing by the purchaser means the absence of U.S. government

credit. Purchaser “cash” financing may include: funds appropriated through the
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purchaser’s parliamentary or legislative process; funds borrowed, or received in the

form of a grant, from third countries; or funds borrowed from U.S. government.

[Ref. 1: p.16-2]

001513
{1.0..PAYMENT SCHEDULE)

00 1517 @ D065
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o (0BLIGATIONAL AUTHORITY T $ l
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Figure 2.7 Flow of Funds.%.

Defense articles purchased with FMS credit funds and which are shipped by
ocean vessel are to be transported in vessels of U.S. registry. [Refl I: p.20-10]
However, under FMS cash sales, the purchasing government shall be responsible for
the transportation and delivery of its own material. In application of this policy, each
forecign government utilizes its own contract or in-house agency to manage
transportation and delivery from origin to the final in-country designation.
Nevertheless, purchasing governments must abide by U.S. laws, regulations and
policies. Also, it is recognized that some items are sent from origin to the freight
forwarder on a prepaid basis (parcel post) and others may be sent with the Defense
Transportation Systems (DTS) or a government bill of lading (GBL). [Ref. 1: p.20-2]

9Defense Institute of Security Assistance Management, op. cit., p.15-2.
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III. ROK SECURITY AND ITS ECONOMIC PROBLEM

N

& A. MILITARY BALANCE ON PENINSULA

b The border between South and North Korea is one of the most dangerous in the
,f'.' .

world, with a high potential for all-out conflict and the ever-present danger of military

. incidents. [Ref. 3: p.109]
, A root cause of the North-South confrontation in Korea is the sense of insecurity
':-j existing on both sides and the mulitary buildup along the DMZ where about 1.2 million
A regular troops are poised toward each other. If the U.S. forces are excluded from the
oY comparison, the mulitary balance is definitely in favor of North Korea.
) :“, North Korea began its muilitary buildup early in the 1960°s. Since then
‘: Pvongvang has been investing large portions of its budget towards military purposes.
¢ The South started its military moderization program in the 1970's and these later
a efforts have been severely constrained by the priority of U.S. global strategy and
'_'.'.: Congressional politics. Consequently, there exists a serious mulitary imbalance between
: the two sides. Exacerbating this picture is the cnatrast between the North's offense-
k- oriented and the South’s defense-oriented military doctrines and force structures. The
" U.S. military presence compensates for this gap. [Ref 2: pp.16-17]
‘.Ed | Meanwhile, North Korea continues to pose an imminent danger to the peace and
o | stability of the South, as evidenced by a number of recent events. The most prominent
™ ! In recent vears was the bombing directed at President Chun in Rangoon, Burma on
,) October 9, 1983. Although President Chun escaped harm, 16 high-level ROK officials
_‘\;- ‘ were killed. [Ref. 31: p.40] Evidence found amid the ruins pointed at North Korea: two
% North Korean clavmore antipersonnel mines were discovered, one of which was
o unexploded ; several armed North Koreans were captured in the area of the bombing
~ during the following two days, and North Korean ships calling at Rangoon were
‘\ | suspected of having brought the terrorists to Burma. [Ref. 32: p.88]
-:‘{; ' Border clashes along the DMZ are a common occurrence. In 1983, North
¥ Koreans attempted to infiltrate ROK territory on June 19, August 5, August 13, and
v December 3, which resulted in the death of at least ten North Koreans and the capture
pf.'_l of two. [Ref. 33: p.148] In September 1983, a small bomb blast at the U.S. Culwural
. Center in Taegu was believed to be the work of North Korean infiltrators.
e [Ref. 32: p.S8]
- : S1
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Seoul, the capital of the Republic of Korea, is located less than 30 miles from the
DMZ along the western coast. The latest government figures estimate the population
of the South as 41.2 million and the population of Seoul as 10 million as of mid-1985.
The focus of the transportation syvstem is Seoul and principal routes radiate from the
capital linking other major cities throughout the nation, including Inchon, Taegu,
Pusan and Kwangju. Accordingly, the closeness of Seoul to the North is one of the
great threats.

The diplomatic and military pendulum of North Korea has been swinging toward
the Soviet Union since early 1984. This recent swing has produced unexpectedly big
changes in North Korean-Soviet relations and strengthened the North Korean military
posture.

The major changes that the North Korean swing toward Moscow have brought
include: a Soviet supply of 30 MIG-23 combat aircraft and SA-7 GOA anti-air mussiles:
Joint North Korean-Soviet naval exercises; visits to North Korean ports by warships of
the Soviet Pacific Fleet: the opening of Najin and Nampo ports of North Korea to
Soviet naval vessels; North Korea granting the right to overfly North Korean airspace
to Soviet aircraft; etc. These changes are expected to have very serious impacts on the
security of the Korean Peninsula, on the regional security of Northeast Asia, and also
probably on the USA-USSR rivalry in the region. [Ref. 34: p.1]

1. Military Forces

In the early 1970s, although the North scaled back its infiltration and
sabotage against the South, it began a major long-term conventional military buildup.
The extent of this buildup did not oecome evident to the outside world until the late
1970’s. North Korea now has the fifth largest army in the world. The disparity
between the North and South Korcan forces, which resulted from this nulitary
expansion, led the U.S. government to cancel planned withdrawals of U.S. ground
combat forces from the ROK in mid-1979.

The current comparative military balance continues to favor the North. The
North has about 850,000 armed personnel, compared to about 600,000 in the South.
This large military establishment presents a verv real and significant threat to the
South (see Table 4). [Ref. 35: p.4]

The North has perhaps the world’s second largest commando force (after the
Soviet Union) designed for insertion behind the lines in wartime. It is estimated at

some 100,000 men and is organized into a number of light infantrv brnigades.
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| TABLE 4

‘ COMPARISON OF SOUTH AND NORTH KOREA'S MILITARY
} STRENGTH

i

; |

‘ Service | North South

N |

| Army i 750,000 540,000
| Navy 38,000 29,000
1 Air Force 55,000 33,000
! Marine Corps - 20,000
: total 835,000 622,000
| Source: Defense & Foreign Affairs Handbook, 1986.

reconnaissance units. elite training units, and the DMZ border guard forces. It is
definitely an “offensive” force, though untested in battle. These special forces can be
deploved rapidly by ships, A-2 transports or through underground tunnels to penetrate
deeply into the South. Thev can destroy or confuse command and communication
networks; they can also carry out terrorist acts as some of them attempted the raid at
the Blue House in 1968. [Ref. 36: p.10]

In addition to their size, the challenge posed by North Korean forces is
compounded by factors of uime and distance. The bulk of the North Korean forces are
deploved well forward along the DMZ and. recently, North Korea has begun to move
even more of its rear echelon troops to hardened bunkers much closer to the DMZ.
Given the proximuty of Seoul to the DMZ (some 25 miles), ROK and U.S. forces are
presented with an extremely difficult indication and warning problem. Consequently, a
high state of readiness 1s required at all times. The U.S. government continues to
believe that the L.S. troop presence in the South remains an important deterrent
against North Korean aggression. {Ref. 35: p.d]

The North Korean soldier’s daily routine is from 05:00 to 22:00. Training,
however, 1s conducted not onlyv during the day but also-in fact extensively so-at night.
Despite having taken part in night exercises there is no break in the soldiers’ routines
until noon or later the following dav. Phvsical and mental conditioning are stressed.
these are intended to enable the soldier to withstand battle fatigue. Likewise, the

North emphasizes unconventional warfare training and utilization of night combat to
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overcome the armed forces of the South. [Ref. 36: p.14] North Korea exercises have
also revealed impressive sophistication in terms of joint and combined forces operation.
[Ref. 35: p.d]

North Korea's continued, though intermittent, infiltration and sabotage
actions against the South in recent vears include construction of several military
tunnels deep under the DMZ. This tunneling effort continues.

Quantitatively, the South’s military forces have continued to be inferior to the
North’s. The South, however, can focus its military efforts on defensive capabilities
designed to exploit favorable terrain and strong points. The South is unable to trade
distance for stronger dufensive positions; it must defend all the major corridors of
attack very close to the DMZ, which requires it to spread its defense forces. It also
has superior aircraft with better trained manpower and the higher potential manpower.
Moreover, the South is backed by American deterrent forces, particularly air and naval
forces that are far superior to comparable North Korean elements.

2. Weapon Systems

As discussed earlier, North Korea had begun a military buildup early in the
1960°s whereas the South started its military modernization program only in the 1970's.
The U.S. was so preoccupied with the Vietnam War during the early 1970's that it
could hardly pay attention to Korea. Pyongyvang's military buildup accelerated just
when the first series of North-South dialogues was underway in 1972-73. Yet only in
January 1979 did this fact come to light. Once this was known, President Carter had
no choice but to suspend his plan for a phased withdrawal of U.S. ground troops.
Currently, North Korean forces are well equipped and have a substantial advantage (at
least two te one) in several key categories of offensive weapons: tanks, long-range
artillery, and armored personnel carriers.

In detail, as Richard L. Armitage, deputy U.S. Assistant Secretary of Defense,
testified before Congress, Pyongyang still has the advantage over Seoul in all
capabilities as follows: two to one in maneuver battalions, two to one in artillerv, three
to one in tanks, two to one in fighter aircraft, and three to one in naval combatants.
Clearly, Pyongyang's forces are far larger than necessary for the defense of the
North.(see Table 3)

In terms of armor, North Korea has 3,425 tanks, whereas the South has onlyv
1,240 tanks. North Korean armor including tanks and artillery is domestically

produced. The North is also far stronger in the number of armored divisions and
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" COMPARISON OF SOUTH AND NORTH KOREA'S WEAPON !
a%9 SYSTEMS |
.':,:: '

o | - |
' | Service Category North South ;
ey | Tanks 2,800 | 1,457 |
Y | Army APC 1,140 EE

JNY ; Artillery 4,000 i 2,213
4 — ( Mortar 11,000 5,300 .
B | Supbmarine 24 -

Navy Combat Vessel 384 | 102 |

,.;;ﬁ ’ Landing Ship 99 | 22 |
Y | : o
8 2 ’ Air Force Combat 740 | 450 .
e | Aircraft L
“&‘!« ;
ad ’ Source: Defense & Foreign Affairs Handbook, 1986.

i i

L l
:;j:: mechanized and motor divisions which are equipped to be most effective in carrving
A
R out fast and mobile attack to breach the forward defense line between the DMZ and
x t‘ Seoul.

j ; The artillerv in particular is superior not only in its number but also in its
:;:": . range and suppression. The North is still increasing the capability and number of its
‘-‘)‘ { artillerv units with heavier and longer range pieces.
;‘.'r : In addition to the Army, Pvongvang's Navy and Air Forces also are superior
*h';j : to Seoul’s at least in quantity. Pyongvang has 527 combat vessels, Seoul onlv 133: the
',." North has 21 submarines and missile equipped patrol boats but the South has oniv a
)

e few U.S. made World War 11 vintage destrovers. As for aircraft, North Korea has st
. combat aircraft but the ROK has onlv 451, I 30 MIG-23s are added. which were
' : . , - L
‘ '-:’. Jeilvered to the North in 1985 along with other equipment. the guantative ™aiince
5 will be slightly more tilted in favor of North Korea. [Rell 2 pp 16-1v]

s
z The sophisticated weapons delisered to North Korea in 1989 cuch av Seud
Th ground to ground mussiles, AA-T air to air nussiies, and SA-T anti-arraratt mussnes W
::::', increase the threat to ROK Jefense forces This quanutative mulitary imbaiance o »e
:-:: widened further 1t the Soviet U nion continues o supplt more muutary e apment
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North Korea. This wide imbalance will more than offset the small qualitative edge that
the ROK enjoys in the areas of aircraft and avionics.
3. Defense Industry

Since the 1960's, the North has had clear advantages in the scale of its defense
industry. It has the capacity to equip its ground and naval forces with all but the most
sopaisticated equipment and can produce massive numbers of tanks, APCs, mobile
artillery, and smaller ground force weapons, as well as sufficient ammunition. Its
submarine and gunboat output is increasing. It also has invested heavily in hardening
and placing underground both mulitary and industrial facilities. [Ref. 5: p.120] A big
push came in the early 1970s. Production of more sophisticated weapon systems
started, including tanks and larger ships. Reportedly, in 1976 a few MIG-19 aircraft
were assembled. This seemed to signal the beginning of the production of very
sophisticated modern Soviet weapon systems. In fact, however, the importance of
arms production seems not to have increased after the mid-1970s. There are fewer
projects and major advances in technology have been limited to shipbuilding.
[Ref. 25: p.261] Although North Korea does assemble some indigenously designed
weapons they are primarily of the conventional ground weaponry type. It is not
apparent that the North has any design capability of its own.

The South, despite its stronger industrial base, had devoted far less of its GNP
to developing an indigenous industry, and only recently has that industrv expanded.
iRef. 5: p.120] At the present time, the ROK defense industry can meet the most of the
requirements of its ground forces, it also produces indigenous tanks and missiles; it
engages 1n co-production of 500 MD helicopters and F-3E ©'s; it produces manned
armored vehicles. Under the second mcdernization plan for 1982-1986, Korea plans to
centinue tn co-produce F-5 Tiger I1 Fighters and to modify its Hawk SAM missiles.
Meanwhile, the munitions sector in Korea is suffering most acutelv from excess
vapacity. Major weaknesses in naval material such as engines, naval armaments and
components (fire control systems) continue to be imported. Recently, the South’s arms
export actuivities, which are dependent upon U.S. technological assistance and license
:yreements, tend to be tightly controlled and restricted. The South is attempting to,
ndependently deveiop and produce Korea-tvpe weapons and nulitary equipment, not
Lnih LIrats combat effectiveness but to avold nulitary dependence and exports control.
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Meanwhile, the recent delivery of MIG-23s and on-going transfers of new
technology will likely improve the North’s defense industry, and simultaneously impact |
the military balance on the Peninsula and the Far-East region in the future.

B. REQUIREMENT FOR ADVANCED WEAPONS

There are four major goals which the South’s FMS purchases are directed at
fulfilling: force modernization, self-sufficiency, the growth of advanced technology and
security. The goal of ROK force modernization has been very clearly demonstrated by
the implementation of the Force Improvement Program (FIP). The FIP emphasized
increasing modern fighter aircraft and anti-tank capability; improving the tank force,
air defense and logistics . . .. Details of the FIP are classified; however, it is known
that the ROK's Force Improvement Plans (FIP) have been used to upgrade the quality
and capability of its armaments and to improve the managerial and technical
competence of its military personnel.

Self-sufficiency in weapons production, as previously discussed, is a major
objective of the FIP. The second FIP emphasizes the development of the indigenous
arms industry in order to stem the outflow of money from the country. Currently,
more than 2 percent of the ROK defense budget is spent in the U.S.. The South
attempts to locally produce all unsophisticated military items. Where the technical
expertise is not present or where production runs of expensive items would be too
short to justify setting up production facilities, co-production has been sought. Co-
production efforts help to keep money in the ROK economy and enhance Korea's

i effort to achieve its goal of self-sufficiency in weapons production.

The goal of obtaining advanced technology is related to the desire for self-
sufficiency. The South recognizes that it will be unable to produce highly sophisticated
weapon systems Wwithout an inflow of Western technology. The demand for

- sophisticated weaponry is growing, and South Korea has joined those nations who are
purchasing the most advanced weapon systems available. However, bevond simply
! purchasing these systems, and in order to educate the technical and production base,
co-production has become an important method of transferring technology and
technical capability. The level of technology transfer is an absolutely essential
determinant for dictating the rate and complexity of Korean technological
advancement in the aircraft industry. Further, the more extensive the transfer of

advanced technology the more valuable the spillover effect will be to ROK industry.
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Clearly, obtaining advanced technology is crucial to the ROK if they are to
develop the capability for producing sophisticated weaponry. This capability will allow
the South to achieve the goal of self-sufficiency as well as strengthening the ROK
economy by reducing the monetaryv outflow from purchasing weapons abroad and by
increasing the monetary inflow through arms sales to Third World nations. Dr.
Neuman of Columbia University summarizes that today’s advanced technology is

tomorrow’s intermediate-level weapon system, and through a network of licenses, |

offsets and joint ventures, today’'s buyer is often tomorrow’s producer.

Finally, the arms that the ROK purchases must fulfill a defense need, for national
security is the most important goal. Therefore, it must be a very primary motivation
behind the ROK's purchases of weapon systems. [Ref. 38: pp.39-41]

The North's recent tilt toward the Soviet Union is expected to have very serious
impacts on the security of the Korea Peninsula, on the regional security of Northeast
Asia and also probably on the USA-USSR rivalry in the region. Since 1984, the Soviet
Union is providing North Korea with improved technology in forward deployed
offensive systems with increased deliveries. The Soviet Union has also upgraded its
own power projection capability in the region, making it second to Europe in military
importance. An example of the upgrade in technology being provided by the Soviet
Union to North Korea are 50 MIG 23s, T-72 tanks and SA-7 GOA anti-air missiles.
The MIG 27 and SU 22 seem to be likely candidates as bomber supplements to the
North bomber force. Military upgrades of the MIG 23 category impact directly on the
capabilities that support existing North Korean strategy and tactics. The MIG 23 is a
significant improvement over the MIG 21. The MIG 21 is essentially 1950 technology

while the MIG 23 is 1970 technology. The MIG 23 has greater range and speed, more
advanced avionics, a larger capacity for advanced munitions. It also probably signals
further Soviet modernization of North Korea forces. The North Korean offensive
force modernization permits the North greater capability in its joint effort with the
Soviet Union in outflanking the South. Part of the solution may rest on adjusting
ROK mulitary strategy and tactics to reflect the effect the new technology has or will
have in the region. [Ref. 39: p.1,4,5]

C. ECONOMIC PROBLEMS

The Republic of Korea comprises the southern half of the peninsula and
encompasses 34,247 square miles, an area about the size of Indiana, of mostly rugged
and mountainous terrain. The capital of the Republic of Korea, Seoul, is located less
than 30 mules from the DMZ along the western coast. [Ref. 40: p.1]
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" The east coast and central interior regions are the most mountainous, and good
' harbors exist only along the western and southern coasts. Only about 1§ percent of
the land is plains, which are generally small in area and isolated from each other. The
' majority of the population is located in these lowlands, especially in the northwest
. around Seoul and Inchon and in the plains of the southern part of the countrv. In
’,2 1983, the population of the South was approximately 40 million with an annual growth
‘ rate of 1.6 percent. [Ref. 41: p.1,3]

i ROK exports and imports are greatly influenced by available natural resources,
‘ which present an ongoing challenge to the South Koreans. The division of North and
0 South left the ROK resources poor. The ROK has limited reserves of tungsten, coal,

iron ore, limestone, kaolinite, and graphite, but no oil. [Ref. 41: p.5] This has made the
. South very dependent upon imported energy and has caused difficulties in maintaining
:‘- a balance between energy demand and supply during the nation’s rapid economic
K development and industrialization. [Ref. 42: p.7]

; Despite economic reforms and laudable economic growth, the balance of
pavments remains a major concern. ROK foreign exchange debt continues to grow: in
b, 1983 the ROK balance of payments was valued at -S1.607 million. To reduce the
balance of payments deficit, the ROK government has implemented several policies

including price stabilization, increasing savings, improving the ROK’s competition in

international markets and limiting investment in domestic projects. Gross foreign

borrowings for 1985 are targeted at S5.8 billion, down from S6 billion in 1984. Foreign

debt outstanding is expected to reach $45 billion by the end of 1985. [Ref. 43: pp.6-7]
1. Military Expenditure

i Untl the mid-1970’s North Korean defense expenditures clearly out-distanced
': ; those of the South. Between 1961 and 1974, North Korea spent S1 billion more than
X the ROK. Between 1966 and 1967 alone, North Korea had increased its defense

budget by a factor of approximately 3x, or 200 percent. Its military outlay stood at
i over 30% of the national budget from 1967 to 1971.

Announced military budgets continued to increase an average of 15°% percent

: ; per vear until 1972, when they declined sharply as part of Kim Il Sung's short-lived

B effort to bring some semblance of detente to the Korean peninsula. Since this 1972
reduction, the North's defense budget increased at a slower rate than the South's (from

! : $532 mullion in 1972 to S1.37 billion in 1980 and S1.47 billion in 1981). According to

g | North Korean announcement, 1,910 million dollars of its FY83 budget went to the
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TABLE 6

- (ROK current million wons, percentage)

ROK DEFENSE EXPENDITURES BY APPROPRIATIONS

Military
Personnel Maintenance R&D Invesiment Total

196) 12,743 2,948 —_ 896 16,587
(76.8) (17.8) {5.4)

1962 16,774 2,867 — 831 20,472
(81.9) (14.0) 4.1)

1963 16,792 2,762 — 924 20,478
(82.0) (13.9) (4.9)

1964 20,795 3.191 -_— 940 24,926
(83.9) (12.8) (3.8)

1965 24,643 3,923 - 1,306 29,874
(82.5) (13.H {4.4)

1966 31,953 7,001 - 1.588 40,542
(78.8) 1.3 3.9

1967 35,559 10,377 —_— 3,569 49.504
{71.8) (21.0) .3

1968 44 914 13,302 -— 6,472 64,708
(65.4) {20.6) (10.0)

1969 55,780 17,457 — 11.146 84,383
(66.1) (20.7) (13.2)

1970 69,073 22,968 - 10,295 102.336
(67.5) (22.4) (10.1)

1971 81.825 38.217 341 14,368 134,748
(60.7) (28.4) 0.2) 10.7

1972 96.987 $5.500 2.054 19.097 173.638
55.9 (32.0¢ (1.1 (11.0)

1973 108,131 60,391 2,137 12,97 183.630
(58.9) (32.9) (1.hH (7.1

1974 144,107 123,153 8.234 21,348 296.842
{48.6) (41.4) (2.8) (7.2)

197¢ 208.720 141,169 12,726 79.854 442,439
{47.2) R N)] (2.9 (18.0)

1976 298.920 170,97$ - 36.038 197.818 703,748
(42.5) (24.3) (s.1) (28.1)

1977 393,30 234,943 36,224 28¢.16¢ 949,624
(41.4) (24 7) (3.8 (300

1978 483,547 336.539 30.878 418 179 1,289,341
(37.%) (26 1) (2.9 (34 0)

1979 £91.828 451,776 4¢ 3189 436.868 1,525,861
(18.8) (29 6) (3N (28 6)

1980 792,401 751,607 10.751 642,624 2,2572,38)
(35.1) M1 (3.1) (28.5)

1981 n.a. n.a. n.a. n.a. 2.689.919

1982 n.a. n.a. n.a. n.a. 3.205.534
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"'r::‘ military. However, conservative estimates were a defense expenditure of S3.5 billion

:':3,. (31 percent of total budget), or 23.8 percent of the GNP for that vear.

’:::::, Evaluating the exact amount of North Korean military spending is difficult at
best, in part because there is little consensus on suitable exchange rates. Many ‘

';'t i analysts assume that the DPRK hides significant defense-related expenditures-such as

:'.:' mulitary  weapons production. mulitia and para-military pay, and logistical supply

"-'Sv,;_ expenses-under the other nondefense budget headings. United States and ROK

. government analysts argue that the North is really spending between 15 and 25 percent

‘

! of its GNP per year on its military development program, versus the 14 to 17 percent
‘l‘{\." of budget reported by the DPRK. Thus, the 1979 North Korean militarv budget was

::‘F: somewhere between $1.26 billion and more than two billion. Although exact statistics
remain a matter of conjecture, DPRK defense spending has increased at a brisk pace.

:" In comparison, the military budget of the South was relatively modest until
'-f:: 1975, with a 4% to 5% rate of annual expenditure increases. During the 1972-1976
.:‘. :', ROK' expenditures for the research and development of weapon systems began a
- 3 gradual steady growth as is depicted in above Table 6. Extrapolating from the 1960°s
'_’. and 1970s, and based on that rate, the 1975 and 1976 ROK budgets would have been
'.;-; roughly S460 and S500 million. This, however, was not the case. In 1975, a sudden
"“ budget shift occurred in reaction to the American withdrawal from Vietnam. In that
. vear, the ROK defense budget rose to over S800 million, and the 1976 budget jumped
‘_.;: : to approximately S1.5 billion. This exponential trend has continued since the
:#: 5 mid-1970's with the ROK defense budget exceeding S2 billion in 1977, S3 billion in
‘5 ‘_ ‘ 1979, and S4.4 billion in 1981. The general pattern of North and South Korean
J mulitary growth indicates that both nations in the late 1970’s and early 1980°s were
&::"l locked into an exponential arms race (see Table 7). [Ref. 4: pp.268-269]
In order to provide funding for an increase in capital investment, ROK
:.".f President Chun, in July 1983, issued an executive order requiring the Korean armed
_ ' ‘ forces to reduce the operating expenditure in the nation’s defense budget. [Ref. 44: p.3]
;:’\.' ‘ The objective of this order was to take initial steps toward improving defense resource
: ! management.

;;::, i While the ROK economy has made excellent progress, defense spending is
— B reaching 6% of GNP or approximately one third of the government budget. This
(l“; figure 1s considered high by free-world standards (see Table 8). Despite this high level
K ) | of spending, the imbalance of militarv power between South and North remains toward
g
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TABLE 7
DEFENSE EXPENDITURES BY THE SOUTH AND NORTH KOREA.!?

Appromimole equivalents in millions of United Stotes dollars
3.000 [P USRS YCRR /O SN VRPISLL) VURL SR PINPIICURIE § WRup N . '-I, T
) ' amm——South Karean expenditures according 1o -fux g o A%
official South Korean budaget reports £
. indesed 1o the 1975 wdn! RN e
2700+ sescoccscNorth Korean expenditures according to - -
South Korean and other sources H
aname=North Korean expenditures according to .
official North Korean budget reports .
2,400 oparar ceer (0 DTN T L LIERRTER T fr e
P APTUE A U U TR U S S H PR
2,100 ' S RN A
‘laoo“ TP el P LAy BTN B il ot TR E S B0 T U BT Lot '. » A M4 ¥
R e oy .7:'.:).;-4‘ P SN “,(:MII - ey
T A Ry N S R RV S 1%
ISouth Kraan dats wdesad 10 1ne 1975 whn® thew * .0 Jt MohE
1,500 — converied 19 ne 1975 Goilar 10 atiow Jor e axve 8 sns R s
Suds1antial ntiaron ewperienced during the perod  ;
unoer study 1975 US31=484 South Rorean win é .
2in curtent datiars exchange ra1es wnknowr s /
7 Through 1971 used commercial ¢rchange cace . .
1,200 - 1972 80 used consiant eschange rate o . . . § o ./ L
USsi=2 Notrn Korsan Win / . /
:- Ao :_‘1":01 . ,,:. v ey St o . ,'.I
900 - ToeTme A
600 -
300
° ome”
1 1 1 i I l ] ] T 1
1962 1964 1966 1968 1970 1972 1974 1976 1978 1980

lODepanment of the U.S. Army, South Korea: A Country Study, p.216, GPO,

1982.
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the North. As a means of obtaining greater defense capabilities to balance military
power, the ROK government has taken steps to obtain efficiency in its use of defense.
funding. [Ref. 45: pp.56-63]

TABLE 8
RELATIVE BURDEN OF MILITARY EXPENDITURES
Country " Type 1376 1978 1980 1982
S. Korea A 74 95 36 110
B 5.1 6.2 6.5 6.8
Israel A 1,714 1,330 1,560 1.412
B 32.7 23.17 29 235
Egypt A 100 74 59 50
B 22 13.8 10.2 8
Philippines A 20 14 14 18
B 3 1.9 1.8 2.3
Thiland A 13 24 238 23
B 2.8 3.6 4 3.9
Turkey A 18 67 51 66
B 13.7 5 4.1 5.1
Portugal A 74 15 84 84
B 4 3.5 3.8 3.6
Pakistan A 17 16 16 20
B 6 5.2 4.9 5.8
A. Military expenditures per capita (US §)
B. Military expenditures per capita GNP per capita (%)

2. Defense Industry

The ROK embarked in 1972 upon an ambitious plan to improve the quality of
industrial technology and pave the way for an economic transition from labor-intensive
light industry to skill- and technologv-intensive industry. The announcement of
pianned U.S. troop withdrawals under the Nixon and Carter admunistrations coincided
with a two-phase acceleration of heavy industry investments under the President Park
to provide foundations for rapid development of defense industries. Therctore, since
1972, the ROK has developed a signiticant mulitary production capability.

The haste with which heavy industries were developed was replicated in the

defense sector. Defense industries pose a particular problem for the Korean economy

in that they are even more heavily subsidized by the government than are their civilian

.
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counterparts, but do not directly produce significant positive growth. Heavy
subsidization is a cost that industrial governments have traditionallv borne as the
necessary c¢ost of maintaining independence in defense planning. In Korea, however,
this burden was not only excessive relative to the normal efficiency of such production,
but was out of proportion to the contribution of the defense firms to security.
Production of small munitions and ammunition, the bulk of Korean defense production
to date, far exceeds domestic demand and has only limited export potential. [t is an
area of production in which there are no spin-offs for the civilian sector and for
technical advancement, with the exception of the training of semi-skilled workers in
routine operations. More advanced defense production projects, such as the F-3
program, do produce spin-offs, but their costs are much higher.

A major area of inefliciency can be found in the machinery sector, a sector of
considerable significance to Korea’'s long-term defense modernization objectives. By
earlv 1980, this sector, which had received over S1.4 billion in investment resources
since the mid-1970s, was suffering from serious overcapacity. In heavy electrical
cquipment, the leading producer was operating at below 50 percent capacity, and
marine diesel engines capacity utilization was below 30 percent. President Chun's
efforts to revive the importance of market forces and restore competitiveness in
industrial development will also require independent entrepreneurs. Nevertheless, as
industrial modernization proceeds, shortages in inputs-skilled labor, energy, funding-
will also become more, rather than less, significant for continued economic progress.
[Ref. 46: pp.112-117]

D. SUMMARY

The motives of the ROK for commencir ; independent arms production can be
analvzed in terms of the threats the country f.ces from North Korea, its vulnerability
to manipulation by the U.S., the insecurity of it¢s ailiance with the U.S.. the
nationalistic urge towards autonomy, and the wish to use mulitary production as a
means of promoting economic development: initially through the creation of
infrastructure and human resources skilled in the wayvs of modern industrial production,

and subsequently through the substitution of domestic production for imports and the

promwction of arms exports. Although these imperatives are strong. the ROK stil

imports finished weapon svstems and is more dependent than ever o imports of high-
technology components for its mere complex military products. To the extent that

indigenous military production has created linkages with other sectors of the ROK
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economy and that components imported from one supplicr are not easily substitutable,
the ROK hus increased its vulnerability to its major supplier. [Ref. 25: p.215]

As commented earlier, insuring the national secunty is the primary motivation
oenind the ROK's purchases of weapon svstems. Although the U.S. policy encourages
the sale of intermediate-type svstems in part. the advanced weapons have become the
svstenms preferred by the South.

The costs of the advanced weapon svstems, however, have increased
tremendousty. For example, the 1984 unit cost of an F-20 aircraft was estimated to be
S13.5 nullicn, while the estimated unit cost of the F-16A was S16 million and of the
F-160C was S17.9 mullion. [Ref. 47: P.71] These high acquisition costs have resulted in
the signiticant budgetary problems for the South. The South’s first Force Implement
Plun (FIP} called for the expenditure of S5 billion by 1981, to include S3.5 billion in
foreign acquisition costs. The South asked the U.S. for a modernization plan loan of
about S1.5 billion stretched out over a five vear period. The Koreans used a roughly
equivalent amount of its own funds for FMS cash purchases. However, it needed the
S1.3 billion financing in order to procure sufficient arms and equipment to meet its
modernization goals without adversely affecting its own economic progress. Much of
the money for the industrial development came from the 1976 185 defense tax.

In FYS$7, the U.S. government stopped the FMS credits to the South. Curreatly,
the ROK 1s spending more than 2 percent of its defense budget in the U.S.. Therefore,
ROK’s budgetary burden will increase significantly. Simultaneously, the suppiy of its
funding will be an increasingly difficult problem. Naturally, it is critical that the South
pursues elficient FMS cash acquisitions, considering that the annual militarv
expenditure of S4.6 billion (FYS3) represent 33.6%6 of the total national budget and
6'» of GNP.

Therefore, in next chapters, it will be necessary to talk about U.S. FMS in more
details in terms of pricing, contract and financing, then approach to the ROK's feasible

solutions for econonuc acquisition of weapons, given such condition of U.S. FMS.
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IV. U.S. FMS PRICING, CONTRACT AND FINANCING

A. PRICING

The dJiscussion of this chapter will be focused on the U.S. FMS pricing, contract
and financing. These areas, whose details are not famuliar to the foreign country,
nevertheless. play kev roles in the efficiency of the purchaser’s procurement. The
discussion will start with the pricing. After reviewing current pricing policies and
methods, it will show, as an example, an F-16 Aircraft Managerial Pricing Model.
Major Robert H, Mattews, USAF, developed this model to be used in conjunction
with the micro computer.

Pursuant to pricing, contracting will be addressed in relation to its life cvele from
request to closure. Financing 1s the process of the fund flows against the transaction.

[t will discuss the principles and terms of sale, and then the process of cash

management which contains the advance estimate, payment schedule, trust fund. billing
and pavment. Each section will discuss probiems which may affect the purchaser's
etficiency.
!. Pricing Policy
a. Congressional Guidance

The statutory language pertaining to FMS cost recovery has changed a
number of times over the vears. Authoritv to sell defense articles and services stems
frem section 408(e) of the Mutual Defense Assistance Act of 1949, which provided for
such sales “without cost to the U.S.” and specifically required the recovery of “full cost,
acwual cr estimated” of defense articles and services. Section 408(e) was amended in
1930 to delete “full cost, actual or estimated” and substitute the language “fair vaiue,
but not less than the value thereof” as further defined in the act. This act speciticd
‘not less than the value” for sales from stock and defernse articles, and "full amount tor
contractors,  With enactment of the International Sccuntv Assistance and Arme
Export Control Act of 1976, the Congress clanfied and strengthened cost reconven

requirenients of FMS as a matter of law. Alhough the ALCA Jees not attempr w0

further Jdetine the value associated with the varous ciements that comprise the FAS
transaciion, ot recognizes that vanous standard pricing methodoiogies are roguied o

recoup the tull cost of prowiding ~anous artidles. The ALCA aivo addreseed the

e e e e Pt e {
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comuon  costs associated  with  the  adnunistration, research and  Jdevelopment,
production, and the movement ¢f FMS material, and states that appropriate charges

1l be imposed to recoup these costs. The cost recovery requirements ot the AECA
dre summarnized as fellows:

e I the case of a defense articie intended to be replaced at the ume a sales

agreement s oentered into, recovery wil be the estublished cost of replacement
of such articles including the contract or production costs less any depreciation
i the value of such article:

e In the case o a defense article not intended to be replaced at the tme a saies
agreement 1s entered nto. recovery wili be not less than the actual vaiue
thereot:

e [0 the case of a defense service, recovery will be the full cost to the U.S.
goverament of furnishing such service, unless the service 1s training, i Which

case jess than the {ull cost mav ke charged under certain conditions:

®
—

n the case of procurement for cash sales of defense articles or defense service,
the {ull amount of contract will be charged to assure the U.S. against any loss
on the contract.

All of the above shall inciude appropriate charges for:

o Admuinnratve services, ‘;1lcu1;1tcd on an average percentage basis to recover
she full estimated costs of admunistration ol saies made under the AECA to all
~urchasers of such articles and services:

e .\ proporuonate amount of anv nonrecurring costs of research. development
and production of major defense equipmen

o [ recovery of ordinary inventory losses associated with the sale of defense
articies that are being stored at the expense of the purchaser of such articles.

e President and the Secretary of Defense are authorized to wanve

ramiursement oi certain costs under conditions specified by the AECA and other acts
ot v TRet AN ppll-3

b. DOD Policies
A~ the adnunmstrator of the FMS program. DOD has the responsibility for
~ricng Jdelense artdes soide Accerdingly, DOD has established basie policy guidance
ooy o DOD directives and istrucuion,

Department of Detense Instruction 214001 "Pricing of Sales of Defense

Arces and Detense Services o Porergn Countries and International Organizations,”

was oseued Tanuary 290 1700 The msructon was revised en June 170 18975 and was

TCNeS W seone snteoon Muarch 9 19770 The anstruction was dssued pursuant to

coo e contaned o the ALCAD wnh the steted purpose of providing pelicies lor
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uniform DOD application of pricing and cost criteria in connection with sales under
FMS. Untl the publication of 7290.3-M, the pricing of defense articles and <ervices
was accomplished 1n accordunce with DODI 2140.1. The mstruction mterpreted the
pricing policy portions of the AECA and also provided procedural guidance. DOD
operated under the instruction during a ten vear pericd of phenomenal growth n the

FMS program which saw sales increase {rom less than ST billion in 1970 10 over S

1y

billion in 19S80. Therefore, practically ail the current ongoing FMS programs were
established under the guidance of this instruction. {Ref. 45 pp.3.4]

In June 1931, the office of the Assistant Secretary of Defense 1 Comptralier:
tssued DOD 7290.3-M, the Foreign Military Sales Financial Management Muanual It
covers a number of topics including Budget Authonity, Accountung, Cash manugemens,
Budget Execution, Pricing, and Billing and Reimbursement. The manual <upersedes
and consolidates various DOD directives and memoranda which have been issued over
a number of vears, and is intended to be the sole guidance tor PMS financid
management. The manual is an improvement over DODI 21401, [Ref 4y p&

These pricing policies are provided for price estmatin, and o0 che
recoupment of ail identifiable DOD direct and common costs associated with cach il
A Price and Availabilitv (P&A} esumate is developed for every potentai !orown
customer request for defense material. In general, matenal offered for saie tnrousn o

Lo v

FMS case 1s priced following the same cost principles used 11 pricing defense oo
DOD use, with the addition of added surcharges to ensure:
e recovery of all costs incurred by DOD components,
® a reasonable contribution to costs incurred in RDT&E and estabicding sne
production facilities for the article;
¢ an adnunistrative charge for the preparation of the DOD leoxistic vnaem
[Ref. 49: p.7-3]

This est:mated price is the basis for the preparatien of the DD 1513 70 =
when executed, becomes the basic contract between the 1S wovernmens ol ¢
forcign government. In order to comply with the ALCAD which ~upaates 20 DOD)
will recover full costs, the esumates are adjusted after delivert v thie Proritiee
bilied for all costs incurred. [Ref. 30: p I1.C-7] The DD Torm IS13 nanes -
the costs cited are only esumates and that the Purchaser v chiguted ©0 ~ae
cost of the items. Although the USG stutes that it sl Gee e bove nd oo

the Purchaser...of any identiffable cost increase . inoexcess 0 e mee

A O oL o o,
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Several ditivrent methods are used to arrive at a price estimate. Where

2%

Y the production ot the item 1s on going. the price 1s usually that of the items beiny
Arodueed; where not, it the item has been produced purchased recently, that price as 1t
oo antateds using indices, 1k used. The prices obtained in this manner will be the
iont aceurnate. Where this s not possible and the use of a repitcement price s
sandaed, haviomc prices are mtlated using andices. I a replacement price v not
mandated, the standard price s used. The Detense Acquisition Regulation (1DAR)
Goos not allow proaducers to e contracted tor bidding price quotes unless it i< the ferm
o Reguest bor Quotanion +REQy or a4 Reguest For Proposal (REPy This does not
St ocontacung the contractors for guotes that are non-hinding on them, e,
scooah s toransermational or plunning purposes.
20 Naowdard Prces Standard prices anddude  the current market or
curemens oost b the et at the tume the price 1s established, or re-establinhed. As
sules standard prices tor ctems wurrentiv procured are revised once @ vear, and when
ST N2 Cullir
Inocose b S0 Army, there 18 no single price avanahic to [}
TouT Tt ur the suhordimate commands 1o be used a8 a base price for TS cases.
oosagned 1 Ay tems or equipment and called  standard prices dre
iro Lesiined cooprowdde aovmple and unitorm methiod tor inventory valuat o,

'

oo s e tands rranser wthun DO These prices are current as of che last

e standard proice o pubinnhed and associated wath the A

M D e b e AMDE L r seeendarn stemis and the Suppiy Bulleun cSBy Too. 2o oy
Toon bl s, tocuses on istenics] purchiases cont, not repuaceient cost or
et v Where AMDI LU SB Too20 or SB THo-1-1 are the onin anoiahle
cooesthen e wsed with cacnons The applicable historie costmdices are used

S o st o othe present salde wliere repideement pricing s appropridte. Ihe
Sooon Naer AMaster Dt Recerd oNSNAIDRY in the € mimnode

¢ SN Tandar b Serenn  COSS provedes seeondary atem prices for oo oraer

cal e dur s b rhe tast sadh purchases The NSNAIDR s mere casrent than

oo Vethod

Eoobee N Loy Pricinie ot delense stems fraom stoch imvents

TICs

e otk DOD T AL Section To20 Stmdand prices gonern

Secce e s o he s D and nn entory replacenent s regquired
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For the sale of principal or major items a test is required to determine
if a requirement for inventory replacement is created as a result of the sale. When an
article 15 supplied {rom inventory with replacement required, the FMS selling price will
te the best esuimate available at the time of drop from inventorv. When no
replacement 1s required. the price will be based on the most recent actual procurement
cost of the “series” and "model” being sold, and will consider any modifications or
improvements, as well as desirability or utility due to age or condition.

2} New Procurement [tems.  Pricing of defense articles from procurement
will be 1n accordance with DOD 7290.3-M, Section 703 and will include tull DOD
contract costs and authorized surcharges.

In general, Jefense arncles are priced on the same basis as the cost
prinuiples used in pricing delfense contracts for items tor DOD use. However,
recognition s given to resonable and allocable contractor costs which are justified 1n
connecuion with a particular sale.  The cost of deviations from U.S. svstem
contiguration and special technical data desired by an foreign government is included
as a charge to the foreign government, in addition to the average unit standard price or
cther normat U.S. charges. The purchaser 1s obhigated to pay all costs incurred by the
LS. government as well as anv damages or costs that mayv accrue from the
purchaser s cancellation of the contract.

3 Direct (~/.'Lll‘gc‘.§.

tai Program Management Costs

Costs which are incurred solelv in support of a single FMS program
should e charged directly to the FMS cases. A single FMS program s an FMS case

cr multple FMS cuse. wntten to satisfv a country request for a major foree

wear of etfort soleiy in support of a single FMS program, and supplies or materiais,
b Government-Provided Enginecring Service Costs
Government-turnished  enyineening  services  mav e spearbicdiiy
reqguented by the foreten overnment. However, if services are provided as anecessan
mars cothe manaeerient of production of an FMS. coste may he ancurred. Speaitie
sertices reasuested byothe purchaser must bedisted ona DD Form 1313 Those semices

LS "C renori

doand brided mothe sanie nianner as any other services «oid under FAIS

“

PDonmte antena are epphed o determune whether gosernment-furnishied engiieens 2
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! .!‘. A AN




ol i ol A i handEaaaa i |

services assoctated with equipment purchases should be charged direct!y 1o ann NS
caselsee DOD S105.38-My Esumated costs of providing engmecrmg NUSSIEUN
asscciazed with production of purchased stems are inciuded 1 the estimated umt cost
of the rem peng purchased. Therefore, the DD Form 1513 item price includes net
oniv the estimated contruct cost to produce 1t tincluding governnient-turnished
maternias, tut alvo the cost of services reguired to assure production n the corredt
contiguration. Such costs will alse inciude the pro-rata share of government-lurniched
testing and evaluaton serviees.

Mistary Departments will include the appropriate pro-rate siare !
apnitcable zovernment-furnished engineering service costs in the reperted umt price of
the purchased item. SAAC will subnmut billing to countries at the ‘il unit price
reported by the Military Jdepartment.

tcr Inventory Asset Use Charges

DODI 7290.3-M requires an asset use charge of 170 to be appiued to
the muaternial buse price {or articles soid from DOD inventonies. The amount of the
esumitted asset use charge well be mciuded i Blodk 25 of the DD Porm 1515 Ihe
followiny note wil beanduded i all LOAS which indude requirements winch posabiy
coud result in shupmienss frem DOD inventories: An amount ot 170l e aadded o
the price of stemis provided from DOD myventories, so as to cover costyaneurred ©or g
LS covernmient tacihitien

The Mittary Departuments wili report inventery gtem shiprents
SANC G sTack st price or repiacemient price as apphcabie e vadue o the aser e
Gharge o notanciuded i osudh dednery reperts AU case ddosure coeertiicaere vl e
soimntted from othe Meltary Deparmment 7o SANC endlusive of the asser e gy

SAANC sasures the

o

dsset Use charoe oy retiected an the bnal case Ve S VNG

I . - . . .. H iy IS - . T

process repurted deaveries G teras tromoanventories ohased oo deiner soarce oo s
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The stock Tint of procurement-tunded sccondary stems Jurmished from
maventort are cnereased by osurcharge pubished boothe ASDiComptrotiers The
surchurge oonciaded o the gem s price, and covers e ancreased covts vantiapeiad due
LY anoanons b replaang the stem rom o procarement seurees The antlatnon tactor s

'

mot arritrarny appead toothe price ML Or ems sead fromomientonies Ropoacenmen

i

PTIees or maproaenis are comnuted modeeendance weth DODE T2un AN oo
e vl he proviced agannst doaar Gnes for Blaaker Ocsder TMS Casey Lo d
creaes cttered n DD Formy PIY should he stBicent to cover apoaroniiee renlien o
DU T AL tndany lens

ot . LR N -v-' > * ';“ . . . N .H‘-- . - .
Miliars Deparimient delvery reporte retlor the e seling price as o
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An admimistratne charge shall be added to all PMS Cases o recover

DO exponses related to e adnunstration of the PAMS transactions i accendoncee

e
R

hew bw N ot e APO N Such surcharges wre made in bou of seperare
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Charoos 10T The ooty o weneral managenmient and adnunistratae

amnd procurenient nd oserviees, and other DO Coses
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requested for oniv those items: 1) which are on the latest edition of the MDIL. 2+ tor
which there exists a current FMS or conunercial demand; und 3y for which there has
not been an approved non-recurring cost prorata charge established since 5 January
Iv"7. It a pro-rata charge was determuned prior to 5 January 1977, 1t should he
reviewed to dentty any significant changes. Chuanges requining approval by DSAA are
Ty be suhnutied o Director, DSAAL

The pro-rata recoupment charges may he reduced or waned tfer
partciiar sales that weuld, i made, agmticantly advance US. mnterests n
standardization with NATOD NATO member countries, Austrabia, Tapan, or N\cew
Zesand he word  warver  ncludes reductions. Waivery will be convdered onls
wiere st s demonstrated clearly that a partucualar sale will significanty advance U S,
nrerosts noatandardization.

For ail countries and orgamizations other than those speatied i the
preceding paragraph. there will be a presumpuon aganst granting a waiver unless
addiional or unusu benetits can be demonstrated  Such benetits miust he Clearih
nentifiatie and generally attnbutable 1o a umgue mubitary, foreign pohicy, or ceoncnud

whvansage of the saie A deseripion of such benetits will be included i documentanion

i

secrting o the case Ttems on the MDEL are wanved or reduced as speaiiied in Sectien
Jhew i of the Arms Dayport Control Act as amended. Reguests tor wanvors oo
redactions relanting o product saees are subputted o the Director, PDSAA

car Crarges for Uae of US Gosernment-owned Facities, Pl e
Prol

wron bgaipment

In aocorduance with DO 7290 3N Section Too, crles o dotense

Law
Arees sthich anvonve the use of yosernment-owned tuciitios and equipment are priced
alade i Nsser Uae dharge o there o8 no rental charge imvelved  Seles o derense

e rinditaere proddeed o government-owned taabties or wath covernment-owned

Lorantoandg produeton cgaipmient. lor swhich arental o assessed
ooprovisions of DAR PRdee and T-T02 120wl be priced e

prooene rental Jharge . Noen-gosernmient use of TS povernment-onned g

N . Ny g s ' . PN ! N et .. y N .
SanpPmient oregqiares prior owreren appresal oof the controcane
Do~ ene s tavet approvag depending apon the percentage o asiles o e e

Loooreonivans ol DAR TR0 Nopecovernment dse of LS omedies e

N
TUROATOL Pty bor loTeldn procuremnent regquires che pricr sansten o appr oo oy
e Deprnient Lanns cowrizanee Lot propertt sudhh apet vy N
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' granted only if use will not interfere with U.S. requirements. and the work s i
‘f: support of FMS under the terms of the AECA. Lither the use or applicabie rentu
A charges will be assessed. Wuaivers of these charges can be made onlv in accordance
with the provistons of DOD 7290.3-M and DAR 13-doo.
cey Termunauon Liability Reserve
Military Departments who implement FMS agreements are responsble
i . or the determuniation of costs of portential contract ternunation and for ensurng that
) iy amount s collected inadvance and held in oreserve. These costs are the best
. esuinmiate of the habiity that would acerue to the U.S. government should 4 particuiar
Ny SAIN Case or dgreement be termunated prior 1o its normal anticipated compietion Jdate.
D\ bor many agreements, potential contract terminanon ¢osts wii change reguiarly s

contructs are awarded, work progresses, purchaser pavments are receised, and

k4

denvertes are made; therefore, reserves wili be adjusted accordingly.

L™
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The Director, DSAA wul be mnformed of actions taken to Jeternune

calies

-
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rermindtion  reserves by the suhmussaon of Termunation T iamany

[

. Worsabeens, These worksheens ure required as part of the finanaal analyas forecaa
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* F-16 Aircraft Pricing Model

a. Line ltems Used in the Model Output

“

Deternuming the speattic hne Ltems to be used m othe moeder v a0 swe swen
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requirements. The composite listing of line items developed for use in the managenal

pricing mode! is shown in Table 9.

TABLE 9
GENERIC LINE ITEMS.!? )

F-16C/D Aircraft Flyaway

Alternative Mission Equipment

Support Eguipment .

evelopmental Supgort Equipment
Standard Support Eguipment '
Organizational and Intermediate Level

~ Depot Level

Initial Spares

Miscellaneous AFLC Cases
Management,/Travel
Country Standard Technical Orders/Data
Aircraft Structural Integrity Program
Engineering Change Orders
Site Survey

~ Training Egquipment

Miscellaneous AFLC Cases
Management, /Travel
Spare Englnes
Common TOs/Data
Weapon_ System Drawing Set
CAD. PAD
Frovisioning Services and Data 1
CFT Spares
Software Support ,
Provision Measuring Equlgment Laboratoeor
Weapon System Logistics Officer <
Contractor Engineering Technical Services
Interim Contractor Support
Contract Administration Services--In lountry

TACAATC/USAF Cases
TAC Travel _
Aircraft Ferry Services
ATC Travel .

¥ain<tenance Training

Alrcrew Training

HZ2 USAF Travel

ogram Subtotal

&7 Surcharges
ministrative Surcharge
ansportation and Asset Use Clarges

imated Total Program Cocsts

K

l"() 'U

-
z
~
-

=2

.-

T

1 v

7]

[
s
(o
=y
~

R T U T . . ; Crviha e e e e e N
ms \A\Ld LT ede. dare \ik\LA\‘r‘C\i DVocaomnN e g [ \OAREAR AN
. I Y L oeneye et } N e . .. .

ed PAR and PV suviittas beothie ar e s

Arocran.ostenatem o manaser ach F-Te SPO ccesested addins T e G0l

e N B B B T ¥ AL PP A SR TICR ¥ AV PRV A S T P O
~eoSNtaen . Repvrs Nrt o a6 e b



o

DN

e
LS

’

-

o s
4 s

>
i

Lo, e

A

. l.“l LSRN

[ of N ' 5:- s %t .‘- _'p ”.

Ly
N
-
-
"

‘s

-

Lsting appheable 1o oany generic country and constructed

DTS
H

N ey ) i .
onne worang P-le foreig

n oa format

et
SAmilaar

n omunitary sales at the SPO, HQ AFSC, HQ TSI

OsD

b. Estimating Methodology for Line Items

.. .. H 1 . ) H . ‘e a1
Paomatng methodeiogies used tor the varnous hine rtems wyd

I

nolte

Aare devaeoped mased on the mdinveduad churadtenistios o the spediie e o
rodnunant o methods used ure JONITACTOr ONIIUIIOS, gosernmIont oviiviates
NSNSV SNSRI SRS SS ST TR0l SV S0 » SR RUR ENCING STURIUIN S0 VA LN SO IN N SO
Cow AT IO DUT L ADCUIIG LN I O Perlion o Lne eyl
STanoos Y TR nunher o wreratn Reong procered oaroche n AR .
TUNOy mTood G ontr T onnnalon aTe tonT olien Laea Coninagt roost e
LT L gt aren RIS HEUNFINE ORI
Crongrnmner s SN os aie st sad s TR DT Dases DRI
ST RN TRO SOWOTIINONY GgOneh N O o g e L s
S Soie el and N S SO O SN GRS SO RS TR RARNS Crooomr o o
Al Y N N ) Tne el Lo N IIAEA AN N ~ N :
. SO0 T TN d N SR AN ,\
Y o - . :“ N \' - N N N -
oo Lo Doy Requong Ficquont or Poodn U pdat,
N ~ l‘\ '\‘ ™~ AN ~
Co
o

.

RN

IEa)

vhans

A

i

[N




0 Ml g

’

g

VOCT N
IR
FENeN

S

~
A
- -
T e
- "

" PGy
ek - i
-l N e N wSNC L
- M [ N

- Tt T e -
: C




"TTTWPYWYwUOUeTyRwTw T RwwwgwE Te T J T WV W TE W

d. Inpur Pavamercrs Significantly Influencing Quiput

y . .

CoTonLoonat paramoters wre apninicant to the model if they meet either of

'
'
!

° L] Te e -y - v ~ ” - . * . R >

Soooonoe ot e the nregramy dobar value or the program contents.

. . L. L LRI L R T v e e . . Ayt Alaelires

SOt atandd By othe moded s darge part, measured by othe ability

Coantor cbmecossaronput parameters without substantally sacrificing

sootermined Toohus o aosagmitiaant mnpact on the cutput or necessary

T gty e stractard ay andependent inpul parameters” while those

. - . . vevprey doaes

- - ~ S Loe wa o odANodepenacnt

LABLL 12
VERACGE DINTRIBUTTON OF 1OTAL PROGRAM VALULEY

RS WO L OV
<1t
o
~0

vaal oontent, ey d fow mput parameters
ol Labie 12 hastrates that aimost 94 percent of

Nl support cquipment, inital

ovoroprosented by oonly the aireraft and

Coonon st reapings are isolated and directly related to
Pro revas v el cnaes the number of single and twe seat

Torteoc s DT talrorograen price Wit the next largest lacter
[t becomes apparent that
oo arrroonate the toted program by oanputtng the

PLov o areradt How muany squadrons Wil

N TTLtantae o minuiator. Other program inputs
. Sy csestnmar g methodologies.
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Dependent vanables represent those input parameter and progran, oy
which may be accurately approximated by basing their value on a given relation e
other "independent” variables. As previously discussed, the guantity of il vpores
recommended mayv be approximated by a relanonship to instailed guanutes procarod
and the totul support equipment prices are directlv related to the desvired mantenance
coneept.

Input parameters, or individualized countryv requirements, rdentiiied e
having a significant impact on the model output are classitied as independent and ure
input through a special section in the model. Dependent variables ure embedded
witiin the model as percentage relationships to other line items.  This alivws o
simiplified model to be constructing using a minimum number of input variabies

e. Spreadsheet Pricing Model

TABLE 13
ITEMS USED IN COUNTRY REQUIREMENTS SECTION.!¢

Number of E-16C Aircraft

Number of F-16D Aircraft

Number of Sguadrons of Aircraft

Number of Wings of Aircraft L

Mumper oi Depot Maintenance Facilities

HNumper of Avionics Intermediate Shops

Mlumber of Digital Radar_ Land Mass Systems

Numper Operational Flight Trainer |
Mumber of Vital VI Systems L _

Number of Electronic Warfare Iralnlng Devices
Amount of Contractor Engineering Technical Services
Anount of Interim Contract Support

smcuant ¢of Management Reserve

o

I ne managerial pricing model was developed in a spreadsheet format to be

~ e wath the Blectronie Spreadsheet, with separate sections used to accomphish
~tavess The PeachCale 1s the trademark of the Peachtree Software.

[re O anty Reguirement section s the primary input section of the

cocoe o Coan deseniptis e data s input in this section. 1 previoudy entered

~ cwrrent, entening ooniy this anformation ullows the model to be

TLososedthonorepresent those items which most significantiy

oo oountm reguirements. Above Table 13 hsts the

B




PABEY 14
CCENIS USED ININPE DU PRACTS SO TGO

T-.cZ Alrcrafs

T-l2D Alrcrafcs

Ingine

Jalar

a_ternative Mission Egquipment
creraticnal Flight Trainer

Zilgital Radar Land Mass 3System
Zlectronic Warfare Training Device
itair VI Visual Systen
Governmental Support = ment

Deveiormental Support Egu
~eve_opmental Support EqQuipment
Develcpmental Support Eguipment
Avionics Intermedlate Shop
Standard Support Equipment 20&1 Level)
Standard Suppcr=z Equipment (Depot Level)

S b
:
-.2ve.

Depot Level)

Thae Pricing Worksheet section performs the actuel caleuiations lhe
structure 1s essentialiv that of a P&A submittal, with additional intormation added at
some points.  This additional intormation. such as unit costs and seected subtotuis,

nrovides the availability  of addinonal insight without perfornung  alditiondl

i

cauiculations. [t also simplities later sections of the model by avouding unnecessary
recalculations.  Inputs to this section are accomplished automaticaily by the medel

N

The model methodologies mav be updated by revising the information embedded
within the spreadshecet calculations.

The P&A Format section consohdates and presents the data previousiy
calcwiated ina classical P&A format. No new caleulations are performed n this
secticn. only a restructuring of exisunz data. The tormat s essentaiin the same as

shown in Tubie v,

i
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SPECIS USTDVIN ENPOT TINVE STAMNARY SECOLTON

F-l% Alrcrafs

~eve_.prenta. Tuppors qu;pment
SvwarnZard SUppert cguLprent
ni%.a. Srares

Zrare Engines

“raining Tyuilpment
i.sce..anecus RESC Cases
wisce._arnecus AFLC Cases
~al & ATC Ca:zes

1, TUIZAE Cases

Z.k=ota.

TT&H

3% Adminlstrative Surcharge
Total

Ihe LOA Format section restructures existuing data into the classcai LOA
vrmat, 1t oprevides the basic intermation mcduded on a DD Torm 13130 major

crmand responsibility, item description, unit cost and total costs. Accessorial
Jharges are abso included. Table 16 contains a hsting of the hine items included within
¢ LON format.

The Mujor Command Analvsis section provides a breakout, by major

commuand. of the amount each manages. The breakout includes both then vear dollar
vaiues and percentages of total for Svstems Command (AFSC). Logistics Command
APLC A Training Command ¢ATC), Tacucal Air Command (TAC) and HQ U SAL
The separate sections provide a building block approach to the model.
[here are twe primary input sections, one primary calculations section, and four

sect:ons which rectructure, analyze and present the Jata in useable formats. Clearly,

Wibd., p.1S.
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Boweeer the model oy o imuted usefulness without adequate user documentat.on.

R
TRer 3% npan 2y

IFABLE 16
[TEMS USED IN LOA FORMAT SUCTION.Y?

ircraft
€D Aircraft _ ‘
velopmental Support Equipment :
andard Support’ Equipment
aining Eguipment ‘ ,
ares . ’y . . '
Arternative Mission Equipment
CS8T2 s and Data
Common Technical Orders
Weapon System Drawing Set
CAD,/PAD ) )
Frecision Measurement Equipment List :
Scoftware Support ‘
Englneerln% Change Orders

ru

Yy

p oy

O ;M
wnN
J»
+

e JUR ey
IR K ]

Aircraft S ctural Improvement Program

Alrcraft Ferry Services . »
Contractor Engineering Technical Services
CAS In-Country ) )

wWeapon System Logistics Officer

AESC Management Travel

AFLC Management & Travel ;
HQ USAF Management & Travel :
ATC Travel :
TAC Travel

Blanket Training Case
Provisioning Services & Data

Estimated Costs
PC&H

Administrative Costs
Supply/Supgort

Asset Use Charges
Transportation ‘

cstimated Total Cost _ oo

-

3. Prohlem
Current pricing policy 1s a legacy {rom the past. Since World War 11, the U.S.
has been the major supplier of weapon syvstems n the free world, and frequently. the
oniv sodrce to support the specific weapon svstems. The Arms Export Control Act

requires the US DOD to recover the fuill cost of all foreign military sales.

Y ibid., p.20.
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In USG procurements, high dollar contracts for major weapon sistems
frequently fall into sole source negotiations. Such negotiations, however, usually sture
as intensively competitive negotiations. Competition 15 based on cost, design and
management areas. Even in sole source negotiations the U.S government must buy at
reasonrable prices. Prices will be negotiated. Competition 1s the prerequisite of the
L.S. government procurement. When 1t is not possible, then cost analvsis must bhe
periormed.

From the perspective of the U.S. customers, prices are also a primary source
of decision making in the defense procurement. The good performance at a reasonabie
\ price makes a certain svstem attractive to a customer. [n reahty, it 1s difticult for the
foreign country to evaluate prices of weapon svstems provided bv I['MS.  the onls
source of a sales price trom the USG is P&R or P&A which includes charges as a
single rrice. Further, information on the P&A of the U.S. defense equipment or
services 1s provided with the LOA. Under DOD policy, the customer has onlv 00 davs
to accept the LOA. Accordingly, the customer has onlv limited pricing information
and a short period of time for review. In detail, the other restricions on the
customer’s price evaluation are as follows:

¢ The USG does not compete with the U.S. industry for mulitary sales.
Moreover, as a matter of policy, the USG normally does not knowingly provide
foreign customers comparison pricing information;

¢  The direct comparison of LOA and commercial contract prices is difficuit «ince
theyv employ quite dissinular pricing structures;

¢ DOD policy allows the purchaser only 60 dayvs to review the LOA. Usualiv,
this 1s not enough time to evaluate P&A in the developing countries;

¢ P&A or P&R is only an estimate of total cost. According to the General
Conditions of DD Form 1513, the purchaser shall make pavmentis) to the U SG
the total cost to the USG of the items, even if the {inal total cost exceeds o
percent of the amounts estimated on LOA. Thus, the large variance between
the estimation and the final cost mav make price evaluation worthless; 1

e  Without consideration of its requirements for the weapon svstems in advance,
and if the purchaser relies only on the P&A or P&R. price evaluation mav not
be beneficial. In addition to price, delivery time, quality and performance are
other major areas to be considered. [ven though the purchaser procures
weapon svstems at a low price, the purchaser's specific requirements,
performance. and quality mayv not be insured. The developing countries usually
have a limited ability to studyv their requirements for sophisticated weapon
svstems in an accurate manner.
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The conduct of PMS v o government-to-geserniment transaction [ao

.

Jvernments mdst avree belore g transaction s condiuded. Newther governnent s

»

e transaction  Sales are negetiated. Both the buver and the sener s e

Jiredt
sativnieds When procuning !t oroa toreien woverament. DOD apphies the wave ot
caluses g contract adnumstration procedures which ot owould e noprocunog
deins eveept where enceptions are authonzed. In keepmye with the DOD oo
procuraments made for PMS custoniers are done undir US DOD reculitions ol
procedures This atlords thie toreign customer the same benetits and protection oo
appc T DOD procurement. and s one of the prninapal reasons why nations vt o
procure through FMS channels

Poreren Militury Sales are umplemented through o renmbursement agrecrens
Fhe estimates are adjusted atter delivery <o that the foreen government i lied o il
costs cnctrred. The LOA s the torm used for all forcign nulitury sajes oy deteinse
articies, senvices and training by the mulitary Jepartments and authonsed detense
agenaes and when signed. 1s the offictal agreement bhetween the 1S and the
purcianing nauon regarding terms and conditions pertaiming to furnishing cortan
gosds and services. [Rett opp -t - 11-2)

I Request

A fereign country or international organization putiates an IS purchiane i

requesting a LON trom the US. government. This reguest does not oRhigate ather

AR

Aarty to the purchuase but begins the tormal review process. [Ret v p 23
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':.' 4 Negotiation
'jf: Negotiation mav be defined as the processes of planning, reviewing. and
o anadt oy used By g buver and aoselier te readh acceptable dagrecments or Compronuses,
o Phese agreements and comprenuses include all aspects of the busmess transaction, not
_ st e One partyagrees 1o provide goods and serviees, for a conmideration-usuall
-: Menet-, ala speatic tme, n g speditic vondiion, at a ume and ina manner speaitied.
N Neoootatiens mvohve Wil the ubove components but usually tocus on the amount of
W conatderauen to be provided.
'::: U nder FMS, however, the amount ol consideration 1s frequently not an item
:::‘. N onegotation because the purchaser agrees to pay all cost incurred by the ULS.
v gosernment. Nevertheless, price negotiation needs to be addressed because 1t 18 a
I techintue used 1o reach a sound decision on the price in the absence of etfective price
‘ :: campenision. which does not exist in the FMS transaction) All other factors, however,
::: are anho negotiated: the delivery date: method of delivery: method of pavment: the
Y iteay s to be Jdelivered: the quanuty or amount to be provided: perhaps even the terms
,- of 1sue «replaced in kind with an improved item, without replacement. etc) if the item
';E In conung from stock.
1"& The point is that there 1s negotiation, but it must be channeled into arcas that
D are productive. In successtul negotiation, both sides will win something.

3. Offer and Acceptance

.-:, a. Policy
:::'.: The DD Form 1513, LOA, will be used for all foreign militarv sales of
'~ defense articles and services by the mulitarv departments and defense agencies. The
‘..':- offer itemizes the defense articles and services offered and when executed becomes an
.‘ oificiai tender bv the government of the U.S.. The acceptance constitutes the
:". : agreement of the foreign government to the offer and with applicable funding
W completes the contract. Annex A of the DD 1513 contains "General Conditions”
& which 1s an otficial part of every offer 1ssued.
. :: [n all FMS cases involving mujor svstems end 1tems, the LOA will include
'&'ﬁ all complementing supporting material and services as opposed to negotiating separate

cases for each of these items services. [ixceptions to this requirement must have the

R prior approval of DSAA Operations. Such additional terms and conditions as may be
": appropriate for a particular sales case shall be set forth in one or more attachments or

o continuation sheets to the DI Form 1313, All attachments are an integral part
o

90
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o b, Fiooparation of Ofler

... . RS
N Phe DOD Component sLaowd proceed woh the doveonment D thie TON
ah :
N won tasacd BUDSNN nthie cone o regnont ter thie puniiase D Sensoan 6o e
" Poomment o SCE o Non-SCEL The aerrer of reguest miasy Beovanaared 0 nsane e
Ry s RN , . : .
N Aolenin wdstoner isoaa ehgtble EMS resipent that the articie an serviee ot e
" o . i o i i 1

" shds the reguest was recenved threugh proper channels

W DOD components must tornuaan JL!!\”J\\".C\'!}'C recet of approavad TORS
" within five davss Data cards tor vabd LORs muast be subnutied 1o DSV or e
)

, mre the 1200 aostems within 1o calendar davs 0! recapt ot the reguest. The DOD
/
L '.~ . v 3 +, . 1 Tie i 1 -
,;2 component s responsible for inserung the approprniate Miiiany Artidles and Servaces
b3,
A ! . . R . .
i Lot oMASTHY hine data for cach hne tem on cach LON and processes T OAL winlh
- neer the thresholds for reporung 1o the Congress in accordance with Secion 1V,
b1 - . . N .

-5 Chaprer VID of Munual of Secunty Assistunce Muanagement o MSAM Moaumum
, processing unle between the receipt of a reguest for o LOA and subnusven or
‘«'I

» ~ ~ 1
- Amendment thereto to DSAA lor coordination and or countersignature v o0 duns
- Earlier response will be made whenever possible.

AN

::.\ The LOA, when signed, is an othicial agreement between the US and the
A%

> . .

A purchasing customer regarding terms und conditions pertaining to furnishig certam
.l . . .y
"oy goods or services,  As such, the DD FPorm 1313 and 1ts enclosures must provide

suflicient detailed information so as to make clear the obligations of the LS. and the

“ Purchaser. The type and amount of intormation which must be convered will vary
L) ) . o ) )
b Jepending on the nature of the sale. However, at least some information which s
:‘. Y s o ~. sryri o ; soired el cale The . T .
W' supplemental to the preprinted Form i1s required for cach sule. The normal method ot
ann accompiishing this is in the form of explanatory "Notes” which are cross-referenced to
‘,v' the tine ttem information included on the fuce of the DD Form 1313, Inclusion of this
3 , L
K0 iniormaticn as a complete package within the LOA, rather than orallv or by separaie
b
Y correspondence,  reduces musunderstandings regarding FMS Case commutments,
*,". Section 11, Chapter VII of MASM shows the supplemental information for LOAS.
[} . .
All LOAs should indicate a coordination by the comptroller and legal

N counsel of the appropriate DOD component.  The Operations  Directorate
:‘.'a
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e rostenahie por o chianng coondinaton o appropniate OSD sl cleneny, ol as
"L DSV comprroer
\irerany reguwired Operaaons Directorgre, DSAAL approsal of the TON
nas e o taneds DOD components should forwand to the DS ANSCompiroien FAS
Control Dovivon the onginad piis two copies of the vigned TON tor countensonature
DT WO recase to e purchasing country Lhe DSAN Comprroler and the SVAC wg
Ao e process and record appropriate eneracis of data from the DD e 1313
i the DSAN PMS Database. Countersignature and DSAA Operations Directorate
coordination are separate and  diennct requirements. Countersignature Jdoes noe
comstitute DSAN coordination or DSAAN concurrence with all aspects of the LOA.
¢ Duration of Offer
Lach letter of Otfer will include the date upen which the offer exprres,
DOD policy v to aliow the purchaser no more than 60 dave between the date of ivsue

of the ifer or Amendment and its expiration date. When the Letter of Otfer i

Oler should be completed along with the signature and tvped the name and ttle of the
DOD cemponent authorized representative. In addition, Block § of the Offer should
centen an expiration date of 85 davs after the date placed in Block 7 of the Ofler.
Lhie N3 day pertod permuts a 60 dav review period and a 235 dav period for the
dununistrative processing required for countersignature and for DOD compenent
issudancee oi the LOA or Amendment to the purchaser.
d. Acceptance of Offer

The purchaser should complete the acceptance portion of the LOA. The
torm should be signed. dated, and the copies forwarded to the MILDEP and three
copies 1o the SAAC along with any required initial deposit before the expiration Jdate
isted on the offer. Requests by the purchasers for extensions to expiration dates wil
he henered only after a {ull review by the preparing agency to insure that all duta

incuded in the Offer remains valid. [Ref. 30 pp.7-28 - 7-45)
¢. Change and Modification of LOA
Because of price and quantity changes, the LOA often needs to be changed.
This can be done in three wavs: by preparing a new LOA, by preparing an amendment

to the LOA ({DD Form 1513-1, Amendment to Ofter and Acceptance) or by modifving
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@ NLTIIT s CooNUTe eertineate to the SANC,

o unnutaingl DD Form 2heo and Ziel 1o the SAANC,

Wien SANC recenes the case closure certiticate the case then gaes into a
TeTnunnon satus where, upon completion, the case will be considered financialh
Fhe SAAC 1 responsibie {or ensuning that the following steps oceur betore
Transiernng the Cdse 10 an nacuve LS
(e case clesure certiticate has been recer 2d from the [A:

e The final DD Porm 2060 and 2061 have been received;

. [

W oouistanding reports of discrepancy have been reselved:

¢ The delivery milings equal case closure value:

¢ [he trust tund expenditures cqual case closure;

o The administrative costs have been billed:

Thie accessorial costs have been bilied.

¢ The add-on costs have been hilled (e.g..contract administrative servicesy;
-
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The amounts billed equal amounts collected,
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y Mittary departments can retre case file records to record holding arcas after
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revenving 4oo0py 0f SAAC s tinal statement of account. The SAAC can retire case
W coordy no caraer than three vears from the date of last correspondence with the
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U nder the Arms Export Centrol Act, the USG oflers to sell to the purchuser

e detense arnicies and services. The LOA 1s the official agreement between the 1S

.
A
.

< B . . . -

- il the purchaser regarding terms and conditions pertaining to furnishing certan
Lo soods and services. Essential to any contract 1s an agreement that mav be deiined a< .

so-vahed “mceting of the nunds” prior to the transaction. Sales should be negotiated

v . .

nY <0 the buver and seller are satistied mutually.

el . . , .
N When procuring for the purchaser, the DOD shall. in general. empios e
L

o, .o .
O same contract clauses, the same contract adrmunistration, and the same insect
N procedures as would be used in processing for itself, except as otherwise reguced
<. the purchaser and as agreed to by the DOD. In gencral. the low skill lenel

o . . . . . L . .
- purchaser’'s contracting staff is one of the mujor reasen why 1t tavers FAS.
-: Most of the developing countries do not have skilled contract teamn 1§ o

)

it 1s not easv for them to understand the USG’ substantial and complen conrre

p .

v, Therefcre, even though the purchaser configured its exact regurements, + :

IJ ~ N . .

e retlect them in the contract. The major problems of the purchaser are o .

<

o ¢  Misunderstanding of the USG contract laws und regulations 10 V-
' Control Act, Defense Acquisiion Re g' lattons (DARY Fode
g Regulations (FAR). General Conditons of DD Forn 1500

1 , -

M decuments of FMS contracting. IIo'.\'cxcr. o detions
¢ . . R .
"y follow them without a profesaona coniradt o ~ooL o~
Rl Further, the changes of reguluuens and ther imvnacs 0 0
s to be interpreted. The general terms and oo i
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Security Assistance Management or other security assistance references.
Clearly, negotiation is the important area which the purchaser must develop.
The reasons of poor negotiation are similar to ones of poor communication;

e Inflexity of contract type. The only tvpe of agreement under FMS is the cost
reimbursement. This type of contract is often used in USG procurements. Its -
tvpical applications are research and development. Cost reimbursement
contracts provide for payment of allowable costs incurred in the performance of
the contract, to the extent prescribed in the contract. [t establishes an estimate
of costs for the purposes of obligation of funds, and a ceiling that the
contractor may not exceed without prior approval by the contracting office.
FAR, Part 31 contains statement-of-cost principles that are used as a basis for
determining costs under cost reimbursement contracts. This type is used only
when 1t is likely to be less costly than other methods, or it is impractical to
secure suppliers or services of the kind or quality required without the use of
such tvpe of contract. However, the FMS customer does not have any other
alternatives except this type agreement;

e No waiver clauses to the ROK. Only where it is proved clearly that a particular
sale significantly advances the U.S. interests in standardization, the specific cost
recoupment charges may be reduced or waived. Under the current law, waiver
is applied to NATO. NATO member countries, Australia, Japan or New
Zealand. The ROK has been in the possibility of conflict and equiped mostly
with the U.S. standardized weapon systems, but is not included in the waiver
clauses.

C. FINANCING
1. Principles

a. Recovery of Costs
DOD conducts financial management of the FMS program at no cost to
the U.S. government, as required by the AECA, and insures prompt and complete
accounting to the FMS purchaser. Therefore, in compliance with the AECA, Annex A

of the DD Form 1513, contains provisions which make it mandatory for the FMS
purchaser to pay in U.S. dollars for the full value of the transaction, regardless of the
estimated costs, payment schedule, or terms of sale specified on the LOA.
b. Financial Administration of the FMS Program

The SAAC has been established as the central DOD office for dispatching
billings to, and receiving pavments from FMS customers. This central office provides
the customer with a single source to which payments can be made, and to which
queries concerning these payments or other financial matters can be addressed.

A separate trust fund has been established to account for payments

received from customers and disbursements against implemented FMS cases. This :
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fund can be either cited directly on contracts for, the procurement of defense
articles services for that customer, or can be used to reimburse MILDEP
appropriations for delivers from DOD stocks, or procurement. DOD policy for use of
direct cite or reimbursable method of funding is set forth in DOD 7290.3-M.

Cash pavments deposited to the customer trust fund other than for initial
deposits are based on requests for funds (FMS Billing Statement, DD Form 645)
submirtted by the SAAC. The SAAC is responsible for assurance that sufficient cash is
available from the foreign government to cover costs already incurred or to be incurred
during the remainder of the forthcoming 90 day period; e.g., contractor progress
pavments, contractor holdbacks, potential termination charges, deliveries from DOD
inventories, etc. Therefore, billings will be the amount shown on the Payment
Schedule (Financing Annex) attached to the DD Form 1513, or the quarterly forecast
of the financial requirements associated with the case, whichever is greater.

Cash payments received for an individual FMS case may be in excess of the
final charges. With customer approval, these funds can be retained in the customer’s
account demand and applied against other FMS cases. Upon customer demand,
however, these overpayments are refunded at the time the FMS case is closed provided
there are no delinquencies for other FMS cases for that customer.

2. Terms of Sale

Terms of sale indicates when payments are required and whether the
agreement is to be financed on a cash or FMS credit (loan) basis. Terms of sale and
related statements to be used on LOAs in terms of FMS cash purchasing are as
follows:

“Cash with Acceptance.” This term applies when the initial cash deposit
equals the amount in the "Estimated Total Costs” block of the LOA. This term also 1s
used for FMSO I even the initial deposit is less than “Estimated Total Costs.”

“Cash Prior to Deliverv.” Under this term, the U.S. government collects cash
in advance of delivery of defense articles and rendering of defense services and design
and construction services from DOD resources.

“Dependable Undertaking.” Under this term. the U.S. government collects
cash in advance of procurement contract pavment requirements. The countries
identified in DOD 5103. 38-M are authorized to make direct arrangements with the

cognizant DOD component for purchases under a dependable undertaking transaction.
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“Payment on Deliverv.” Under this term, the U.S. government issues bills to
the purchaser at the time of delivery of defense articles or rendering of defense services
from DOD resources. The implementing agency may use this term only pursuant to a
written statutory determination by the Director, DSAA, who must find it in the
national interest to do so.

If more than one of the above Terms of Sale apply to a particular LOA, the
implementing agency will cite all of the appropriate Terms of Sale on the LOA as seen
in DOD 5103.38-M.

3. Cash Management

a. Estimating Cash Advance Requirements

Calculation of the cash requirements for a specific FMS case requires that
case costs be subdivided into two broad cost categories. The first category is the
portion of case value to be provided under authority of Section 21 of the AECA, sales
from DOD inventories and services of DOD personnel. The second category is the
portion of case value to be provided under authority of Section 22 of the AECA,
procurement of hardware or contractor services for the FMS customer.

The cash advance for the portion of the case classified as a Section 21 sale
includes the estimated earned reimbursements to be realized by DOD
appropriation, fund accounts during the three-month period subsequent to the due date
of the billing statement issued by the SAAC.

The cash advance for the portion of the case classified as a Section 22 sale

includes estimated disbursements to contractors for contractor invoices and potential

disbursements to contractors if additional cash deposits are not made by the customer
in a timely manner or the case is unilaterally cancelled by the customer. In this case,
cash advances required to support procurements for FMS customers are based on
normal administrative and procurement lead times for the type of commodity being
procured. [Ref. 54: p.401-1]
b. Payment Schedule

It is DOD policy that FMS customers be requested to pay amounts
reflected in the Financial Annex (Pavment Schedule) to the DD Form 1513 except
where potential cash disbursements are anticipated to exceed the current pavment
schedule. The purpose of the Financial Annex is to supplement and amplify terms in
Paragraph B of Annex A to the DD Form 1513, and to provide a clear understanding
between the U.S. government and the purchaser as to the estimated rate and timing of



the pavments to be made. The Financial Annex is prepared by implementing agencies.
DOD policy essentially fulfills two objectives: (1) the FMS purchaser is insured of
having sound budgetary information at his immediate disposal; and (2) the USG is
assured of receiving monies in advance of anticipated expenditures.

Payment schedules are a consolidated formal presentation to the FMS
customer of the estimates of cash requirements and potentially consist of two financial
categories: (1) an initial deposit, and (2) estimated quarterly billing amounts. If initial
deposits are required upon acceptance of a sales agreement, the amount of the initial
deposit should be sufficient to cover all costs and contingencies (e.g. contract holdback,
potential termination liability) anticipated to be incurred until the first billing statement
can be rendered and monies collected.

Implementing agencies closely monitor the accuracy of pavment schedules
on all cases to insure that cash is available when the necessity for disbursements arises.
[Ref. 57: pp.4-2 - 4-3]

¢. Trust Fund

The FMS country trust fund is a fund credited with receipts which are
earmarked by law and held in trust or in a fiduciary capacity by the U.S. government
for use in carrying out specific purposes and programs. The FMS trust fund represents
the aggregation of cash received from customers.

The SAAC is responsible for management of the trust fund. TFMS
customer cash deposits for defense articles and services sold under Section 21 and 22 of
the AECA are made in advance of delivery, performance or progress pavments to
contractors. The DD Form 645 (FMS Billing Statement) and DD Form 1313 direct
that foreign customer payments be forwarded by wire transfer or check to the SAAC.
The SAAC exercises stringent controls over the FMS trust fund to insure proper
visibility and accountability are maintained for all pavments made by a customer for
every FMS case.

There arc certain principles of trust fund management to include:

* A FMS customer’s trust fund balance cannot be used to f{inance another
customer’s programs:

¢  Cash disbursements are controlied on a country basis, although accounting for
['MS transactions are maintained on an FMS case basis;

¢ Dollars received into the FMS trust fund are subject to U.S. Treasury
accounting svstem controls from date of receipt to date of expenditure or
refund. [Ref. 37: pp.d-4 - 4-0]
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:::: d. Billing Statement

:;:; The DD Form 645, “Foreign Military Sales Billing Statement”, prepared by
e the SAAC, represents the official claim for payvment by the U.S. government referred
3 to in the General Conditions (Annex A) of the Financial Annex of the DD Form 1513.
‘::! In addition, 1t furnishes an accounting to the FMS customer for all costs incurred
2:' under each agreement. Detail on the face of the billing statement segregates the cost
s clements in a manner parallel to the presentation of line item detail on the LOA.
o Physical performance of services or delivery of material is shown against the line item
3’ detail (Record Serial Number) of the LOA. Administrative surcharges, accessorial
s costs, and progress pavments are separately listed.

.‘-_

The DD Form 645 is prepared on a quarterly basis in January, April, July

09 and October. The January bill reflects phvsical deliveries and cash collections recorded
: 5 for the FMS case through the month of June. A January bill is mailed on or about
e February 15, with a due date for payment of March 15. The April, Julv and October
o statements follow the same basic time frames.
'h The DD Form 645 has two basic variations: Billing statement and Final
:ij; Statement of Account. The Billing Statement variation serves as a bill and statement
;;, of account for all open FMS cases and those cases which are closed during that
R quarterly period. Each FMS case reflecting a closed status on the quarterly Billing
_\ Statement is accompanied by a Final Statement, which may be convenicently detached
‘_5 by the FMS customer and filed in any locally maintained case files. Once a Final
fﬁa Statement has been submitted for an FMS case, no subsequent adjustment of such
y; billings (upward and downward) is usually authorized. [Ref. 54: p.801-1]
o e. Payment
s Section 21(b) AECA requires purchasers to pay in U.S. dollars in advance |
;::' of delivery of items from U.S. stocks, or to pay upon delivery of the defense articles or
i‘— service 1If the President determines it to be in the national interest. Section 21(d)
e requires payment of interest on any net amount due and payable which is not paid
within 60 days of such billing. Further, the President mayv extend such sixty-dayv period
( to one hundred and twenty days if he determiunes that emergency requirements of the
- purchaser for acquisition of such defense articles or defense services exceed the ready
;;.:; availabiiity to the purchaser of funds sufficient to pay the U.S. in full for them within
N :' such sixty-day period and summits that determination to the Congress together with a
E: ; special emergency request for the authorization and appropriation of additional funds
B to finunce such purchases under this Act.
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f,x.:: Section 22(a) AECA allows the President to enter into contracts for the
:,"6‘ . . M

-";:n procurement of defense articles or defense services for sale to a foreign country or
.f ‘.‘ . . . . . . .

e international organization if that purchaser provides a dependable undertaking 1) to
. pay the full amount of the contract, and 2) to provide funds before due to meet
" ‘ " . 3 ~ :

' % required contract pavments, damages, and cancellation costs. Section 22(b) allows the
) President to bill the purchaser upon deliverv and require payment within 120 davs
"yt

f-t billing if he makes determinations, submissions, and requests similar to those described
1 above. [Ref. 9: pp.31-32]

Wit Billings for debts incurred under the FMS program are initiated by using
oy g prog 3 g
Y - . aqge . .

;',:::: the DD Form 6435 as the basis of billing procedures. Follow-up action is taken for any
M0 . . .

e nonpayvment by the due date. The SAAC takes initial written follow-up action 30 days
- after the payment due date established in block 2.A. of the DD Form 645. If no
)

é:’, , response is received, additional written follow-up action is made 45 and 75 davs after
'fg the payment due date. All FMS indebtness not collected within 70 days after the due
&%

v . . . .
! date of the debt’shall be immediately reported to the DSAA for further collection
- acuon. The DSAA shall use all available means to effect collection of the FMS
KM
:‘ arrearages within 20 days of receipt of the report from the SAAC. [Ref. 34: p.901-1]
,'", 4. Problem
) . . - . .
A FMS is a cost reimbursement agreement which requires advance pavment. No
o matter what the estimated costs, pavment schedule, or terms of sale specified in the
{0 .. .

f‘_,o! LOA. the General Conditions of DD Form 1513 require that the FMS purchaser shall

ah o .

eh pay in U.S. dollars for the full value of the transaction and that there shall be no cost

N 'n'l - . . . . - . .

oty to the USG. Financing is a primary concern of both the customer and USG because it

‘t.)” -“" effects the funds flow of the FMS transaction. There are some considerations that

L

¥ . : ]

o have a significant impact on the purchaser:

Ay ¢ Case ciosure. The reason to discuss this here is that it is a significantly sensitive

::',, area for the customer. A delay of case closure happens for the two reasons: no
agreement on final contract price between the FG and the USG, or no closure

! of the contract between the USG and its contractor. Sometimes, these delavs

S8 range up to five vears and preclude settlement of the FMS case. Such Jelavs

Y should be unacceptable to both the USG und the FMS customer. The Armed

X N Services Procurement Regulation Supplement (ASPS) No 2, Paragrapn

S0 $2-303(a) provides the following standard umes allowed {or closing phyeically

.5-‘ _ coempleted contracts: fixed price unilateral purchase orders, 3 months; firm fined

s price. 6 months: and all other contracts 20 calendar months after the month :n

"_‘:,' which 1t is phyvsically completed. However, these standard times have usuaily

- .

- not been observed:
rehy
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ﬁ..
..I‘p
b )




[

¥ ¢ High ROD claims limitation. [t is the policv of the USG to efficiently process
reported discrepancies in shipment or billing, and where it is determined to be
N responsible, the USG will reimburse the recipient country. The current
minimum monetary limitation for reporting discrepancies is S23 for cases prior
to 1 August 1977and S 100 for cases on or after 1 August 1977. The reason for

" raising the limit was that the number of discrepancy reports processed by the
’-' SAAC 1n a recent year approached 30,000. With an estimated processing cost
v or S 113 for each report, total processing from 1980 to 1986, the ROK suffered

v less of S 63,000 for RODs below S 100;

e Cost reimbursement with the advance payment. The purchaser shall include in
payment the costs estimated for the next 3 months.

D. SUMMARY

To sum, each section of this chapter discussed its respective functions in detail,
then addressed the general problems in terms of the purchaser’s efficiency under FMS,
K regardless of the possibility of improvement. Most of these problems are likely to be
solved only by the political talks or in the process of U.S. policy improvement. The
purpose of this thesis is not to discuss such complex and fussy areas, but to find
. efficient paths in the critical areas to realistically improve the process of ROK

R P e

procurements. Such most areas are price analysis and negotiation. Thus, the next
) chapter will discuss improvements in those specific areas.
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a V. PROPOSALS FOR ROK’S ECONOMIC ACQUISITION OF WEAPON
:;:‘,"': SYSTEMS

A : ’

Wy In Chapter I11. it was concluded that the ROK is more dependent than ever on
i high technology components for its more complex military products, and that the ROK
::,; needs to pursue its efficiency in the acquisition of sophisticated weapon systems were
5'.) discussed. Then, Chapter IV reviewed the U.S. pricing policy and its methods, the
:. overall process of FMS contracting (agreement), and the FMS financing procedure
i with the respective issues of efficiency. This chapter will discuss details and possible
operational improvements, in the pursuit of efficienct FMS acquisition as a result of
::: price analysis and negotiation.

_' _,_": There are numerous ways to achieve efficiency. As examples, it could be
,3' institutional betterment or strategic and operational improvement. Acquisition itself is
¥ ?‘ never an independent arca. It is closely related to national security strategy, military
‘C: strength, allocation of defense resources, logistic support, etc. Therefore. the solution
. fr\ of more efficient acquisition should be an all-round and simultaneous approach.

dhad As a prerequisite of acquisition, the ROK establishes the objectives of national
b security which may induce proper requirements. On the basis of such requirements, ‘
L ::;: ‘ the ROK Ministry of National Defense (MND) makes decisions about the kind and i
f -,. quantity of weapon svstems, date of deplovment, desired duration of operation, and
" | source of procurement, given the allocated resources.

;-i. Institutionally, MND needs to train professional officers and insure their
’3.’ ‘F: professionalism. [t is imperative that the ROK utilizes the Program Management
3: Team which consists of project manager, contract officer, international financing
e officer, engineer, system analyst, weapon expert and logistician. The program

manager. who is the only authorized person responsible for a procurement program
establishes the acquisition strategy and monitors the whole process from acquisition to
depleyment so as to match its requirements or detailed configurations. The contract
officer needs to understand the USG contract laws and regulations, and retain
negotiation skills. The financing officer has the responsibility to control and evaluate
fund flows, payment schedule and termination. He watches inflation rate, moneyv
exchange rate. pricing index, etc. A case mav be well managed through financial
control. However, the above mentioned strategic and institutional improvements are

bevond the scope of this thesis.
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= Lastly, an important area, discussed in this chapter, is operational improvement.
Chapter IV suggested the areas to be improved in the ROK. In reality, some
conditions associated with FMS transactions between ROK and U.S. mayv limit this

X improvement. Nevertheless, improvement should be pursued to insure the normal :
:: relationship of FMS bargaining being beneficial to both countries. Each section of

t

e this chapter will discuss its rationale and methods as much as possible. b
X

A.  PRICE ANALYSIS

Price is the monetary amount a buyer pays a seller for the deliverv of a product
o or the performance of a service. No matter how structured, price is of great
‘ importance to both the buyer and the seller. Price analysis is the process of estimating

and evaluating a price without looking at the estimated cost elements and proposed

K% profit of the offeror whose price is being evaluated. On the other hand, cost anaylsis
'. . . . e

c;: may be defined as a review and an evaluation of a seller’s actual or anticipated cost
L)

e data.

. In the United States, cost analysis is used in connection with negotiated

purchasing, whereas price analysis is used in connection with competitive bid

~

X purchasing. It is not uncommon for price analysis to be used to support cost analysis. -
& Price analysis tvpically starts with a comprehensive comparison of the prices submitted
] in a specific ccmpetitive-bid purpose. The bid prices of this specific purchase are .
; compared with prices the purchaser previously paid for the same or similar items.
: Meanwhile, cost analysis starts with the buver including requests for cost breakdowns
:, along the requests for quotations. Price analysis is normally less complex and cheaper
than cost analysis. Therefore, it is the preferred method of analysis, whenever it can be
‘.: applied. However, price analysis assumes the existence of a competitive market place.
:: In U.S. FMS, all charges are to be included in a single price under DOD policy.
j Accordingly, cost analysis by the purchaser is not likely to be possible. Even if cost
- data are available, time is another restricting factor to cost analysis (60 days between
,': cffer and acceptance). Price analysis also is not easy in FMS. Price analyvsis alwavs
E} involves some comparison, such as historical item pricing or pricing for similar
}' competitive items. Usually, there are not many competitive sources to supply the
‘_ svstems exactly required by the purchaser in the world defense market. New .
:: technology makes the supplier and receiver address the more sophisticated systems
:E from time to time. Further, the USG does not compete with the U.S. industry for
: military sales. As a result, price analysis is usually restricted in FMS.
h 104
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Price analysis, nevertheless, should be implemeni.d in ROK procurement. In
order to save analysis time, South Korea needs to keep all historical data as well as
obtain the world-wide updated prices. If possible, the ROK should be required to find
the competitive bidding prices in procuring weapon systems, and train professional
analvsts. Such methods help South Korea develop the techniques of price analvsis and
make the most etficient decision.

1. Reasons

South Korea annuallv spends an average of 30-35 percent of the national
budget as Jdefense expenditure. Because of threats from the North. the South is
improving numerous military programs. Naturally, South Korea should maintain the
proper balance among all objectives. The procured weapon svstems must contribute to
the best desired level of total mulitary strength within the limited budget. Recently,
prices of sophisticated weapons have drastically increased. The highly increased price
makes the equitable allocation of defense resources difficult.

The USG wants to recover its full cost from the FMS transaction. Compared
to the price of direct sales, its differences are additional surcharges as accessorial costs,
administrative costs, NRC costs, etc. Even if FMS transaction insures to some extent
its follow-on support, South Korea, as a primary FMS customer, payvs high expenses
besides the original price proposed by a commercial business. It is thought by the
purchaser that an initiaily accepted high price may induce high final price.

There are several different sources in procuring the required weapon systems
in the world market: U.S. FMS. U.S. commercial sales, the third countrv’s sales, self-
producing. coproducing, etc. South Korea should select the most efficient wayv to
insure its level of military strength among those alternatives.

The above are the reasons South Korea is required to address price analysis.

2. Considerations Prior to Price Analysis

Before actually evaluating prices, South Korea is required to assure that
quality. performance, and total cost considerations have been reconciled in determining
the speciications and quantities of the items to be purchased. Time is the important
factor to be considered. Prices are usually dependent on many factors, such as delivery
schedules. order quantities, availability, transportation costs, logistic support
requirements, manufacturing costs, labor costs, and general economic conditions. all of

which can vary with time.
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Next, the life-cycle cost of weapon systems procured should be considered.
The operating cost usually accounts for over 50 percent of total cost. Acquisition has
tremendous impacts on the life-cycle cost. As an example, warranty is directly related
to the life-cycle cost. Lower price without warranty mayv sometimes induce future
higher operating cost.

[f weapon svstems procured are new products or no longer in the USG !
inventory, South Korea needs to reconsider what is really required at that specific time
in relation to the military objective. Then, South Korea can decide which source is
most efficient among several ones.

3. Cost Elements on LOA

Costs presented in the LOA consists of 5 Blocks: Block 21, 22, 23, 24, 25.
Block 21 enters estimated material services costs in whole dollars, which reflects
contract price or standard price plus any costs except costs of Block 22, 23, 24, 25.

Block 22 represents estimated dollar amounts of PC&H cost. This block does
not show the percentage rate used. This cost is applied onlv when DOD
facilities. resources are used in packing, crating or handling of items. Block 23 shows
the estimated adrunistrative costs. This Block also does not show the percentage rates ;
used. Block 24 enters estimated administrative charges for all FMSO I and FMSO 11 ‘
cases. Block 25 describes the charges in whole dollars as the storage costs for the on-
hand portion of the FMSO I, transportation cost when the Defense Transportation ‘
Svstem is used, and estimated asset use costs associated with sales from inventorv.

DOD 7290.3-M explains the details of such costs: percentage rates, the
description of respective costs, example of computation, etc.

4. Information Source

Three ways a purchaser can determine if the right price is available are:
published price lists, competition bidding, and negotiation. The purchaser needs to get
price information for comparison. There are several sources of price information
available.

First of all, the USG gives the foreign countryv the P&A or P&R as the oniv
information of price estimate with the LOA. Because it presents a single price, the
purchaser is required to distinguish the original contract price or standard price from
the additional surcharges. DODI 7290.3-M describes the details of accessorial costs

and surcharges accrued by the USG. There are also price indices applied to sales of

USG stock items.
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Published price lists in the form of daily quotations exist for standard
commodities traded on the various commodities exchanges throughout the world.
rice also exist for most standard items of hardware and office supplies carried by
tvpical firms in their inventory. The prices shown on a supplier’s price list muy be not
the actual prices but the asking prices. Published prices are classified into two
categories: market prices and catalog prices. The USG annually publishes
governmental pricing lists. Newspapers and business magazines mayv also be good
published sources.

Compettive bidding prices are another available source. Competitive third
countries or their companies propose their bidding prices different from the USG’ ones.
Even though the USG does not compete with its industry, U.S. industry aiso may
inform the possible customer of its price information with a license.

Each nulitary department develops its standard prices of the stock items. In
case of the U.S. army, the standard price is published and associated with the Army
Master Data File for secondary items and the Supply Bulletin 700-20 or 710-1-1 for
major items. The National Stock Number Master Data Record provides secondary
item prices for economic order quantties. When the USG negotiates with a
commercial contractor for FMS procurement, all responsible sources may be permitted
to submit bids or proposals fcr a proposed procurement. The Request for Proposal
thus includes the detailed bidding price.

Historical data of South Korea's procurements mayv sometimes be the only
source of price analvsis. Therefore, South Korea is required to develop a database
managing old price data. Statistical analysis may support a good estimate of future
cost to South Korea. In addition, South Korea should review the U.S. inflation rates
and international exchange rates which may affect prices of FMS transaction.

5. Methods

The determination of a price resonable to the purchaser may be based on price
analvsis. Thus. some form of price analvsis is required for every international
procurement of weapon svstems. The tvpe of price analysis depends on the
information available and the value involved. According to the available information,
there are five types of comparison to be used for price analysis:

¢ Comparison of competitive price quotations;

e Comparison of historical quotations and contract prices with current ones for
the same or simzlar end items

o  [Use cf parametric relationships to point up apparent gross differences;
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¢ Comparison of proposed prices with independent estimates of cost developed by
the purchaser;

¢ Comparison of proposed prices with market prices.
Table 17 shows a price analysis decision chart in terms of the involved dollar
amount. Whenever possible, South Korea should obtain further competition. High
value. contracts over § 100,000 are not adaptable to price comparison or cost

estimating relationships.

TABLE 17
PRICING - A DECISION CHART.%

BASIS FOR DECISION® NO. ) NO.2 NO.3 NO. 4 ‘s

Competition If prices considered Solicrt from a Maximize Maximize
reasonabie reasonable number
Cataiog or market price | Good source Accegtable Acceptable Acceotabie |
Pastprces Acceptable Acceptable Acceptabie No ‘
Government estimate Acceptable Acceptable Acceptable No
Vaiue anaiyus Accegrabie Accegtable Accentable No
Cost or pricing data No No Permissible (certfication | Certitication )
not required) (if required)

Negomnate Last resort Permissible Permissible Yes

*KEY: No.1 {Purchase not over $1,000; No. 2 (Purcnase over $1,000. but not over smail purcnase limit);
NO. 3 (Purchase over smail purchase limie, but not over $100.000); No. 4 (Purchase over $100.000).

Under FMS, South Korea usually has limited information on price, short
times to review, and limited competitibn. However, the dollars involved in the
transactions tend to be high. Competition is the best way to get the desired price.
Comparison with historical data or published prices and development of a South
Korean independent method of price analysis are other possible methods.
Improvement of price analysis may be obtained by developing the basic framework of

life-cycle costs. .

0Department of Defense, Armed Services Pricing Manual, p.2-17, 1986.
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B Additional improvements can be achieved by considering efficient factors in
:" relation to the extent of competition or the procurement source. If the USG s the

f:*.f onlv source, South Korea should consider whether its requirement is available from
; USG stocks or new production. The historical approach mayv be most effective for
,'.:l::‘ ' weapon svstems which have been procured. In new procurement, several factors

'::c should be reviewed: the extent of requirement and the budget available, the level of
’:::'. uncertainty, and its estimated cost overrun. The weapon svstems eligible under FMS
- are also available in commercial sales. The trade-off between surcharges in FMS and

f ’f costs of the follow-on support in commercial sales may be analyzed in rough dollar

:: amourts. - |

ol Even though the procurement under some competition may insure the current
) or lower prices, standardization, terms and conditions of the contract and logistic

,:' X support are important factors to be considered in South Korea' procurement. Under

:‘ if', competition, however, bidding prices or updated published prices would help make

‘,!'.:,‘ efficient purchases.

- 6. Summary

: S In order to assure efficient procurement, competition is the most desired
el alternative.  However, because it does not alwavs exist, the design of a database
-" keeping historical data and current prices in the market is required so as to insure time-

saving and accurate price analysis. In most of the procurement of weapon svstems. its

j';: performance and quality may be more important than the amount of total price.

:;-_ Hence, the impact on the future cost of such factors should be gauged sufficiently.
:_ Lastly, even though conditions of price analysis are not met in reality, price analvsis
A sheuld always be addressed. Simultaneously, develcpment of analvtical techniques and
™ cducation of price analvsts should be emphasized.

b

:.:‘: j B. NEGOTIATION

"y As discussed earlier, negotiation is the process of planning, reviewing., and
N anaivzing used bv a purchaser and a supplier to reach acceptable agreements or
f;-r compronuses. These agreements and compromises include not only price, but alvo all
ﬁzg aspects of the transaction. Negotiation is the appropriate method of purchasing when
i competitive bidding s impractical.  Negotiation should be communicated clearly and
. then documented.

N Ncgotiation starts with South Korca's request of offer for specific weapon
?:'n . svstems or services and ends with the resolution of all concerned issues. During the
o
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initial planning, the South Korean government reviews and validates its defense
requirement, funding, and internal management capability. The detailed and accurate
definition of its defense requirement has tremendous impact on acquisition and the
ultimate level of nulitary strength. Only after its requirements are reconciled, price
negotiation should be addressed. At that time, the purchaser must alwavs think in
terms of total cost and total value, not price alone.

Negotiation is one of the most critical areas which should be improved in South
Korea's procurement. Training professional contracting officers is a prerequisite of

negotiation. Through their knowledge and experience, techniques of negotiation are

oA 73 s A TS T TP o

developed and accumulated. Explicitly, negotiation is not a proprietary of commercial

=

business. For FMS contracts for high value, complex and technically oriented weapon
svsterus, team approach is necessary. Therefore, it is required that South Korea
compose contracting teams which consist of program manager, contract officer,

international financing officer, engineer, svstem analyst, weapon expert and logistician.
1. Conditions of Strong Position

A negotiator’s most important responsibility in preparing for negotiations is to
appraise his own strengths and weakness accurately in relation to the seller's. The

ability with which the negotiator executes this responsibility, in large measure,

2 %

influences the actual course and outcome of the negotiation. In general, the
purchaser’s bargaining strength depends on four factors: the extent of competition, the

- - .
L

adequacy of price or cost analysis, the thorough preparation of negotiation, and time
available.

Intensive supplier competition always strengthens a purchaser’s negotiating
; position. When several competent sellers want a contract urgently, competition is
1 most effective. When necessary, South Korea can increase competition by developing
\ new suppliers. making items in-country and having skilled negotiators.

A comprehensive knowledge of price or cost analysis is one of the basic

responsibilities of a negotiator. The greater the amount of available cost, price, and

financial data, the greater are the purchaser’s chances for successful negotiation. For

e A

major contracts, cost analysis is a substitute for direct competition. For follow-on
contracts or contracts for common commercial items, price analysis is usuallv sufficient
; to assure the purchaser that prices are reasonable. However, under FMS, cost analysis )
1s not available because the purchaser can not obtain the detailed breakdowns of total
price. Price analysis is also restricted if the competitive source is a U.S. industrv.
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Some benefits of price analysis, nevertheless, should be pursued. Even the least level of
price analvsis may support the purchaser’s position in negotiation.

Whenever feasible, the purchaser should develop an estimate of the price and
value levels for the weapon systems being purchased before requesting LOA. The
purchaser must also evaluate all relevant data and carefully assess its own and the
supplier’s strengths and weakness. From this evaluation, the purchaser develops not
only a basic strategy of operation, but specific negotiating tactics.

Short lead times drastically reduce the purchaser’s negotiating strength. When
a supplier knows that a purchaser has a tight deadline, the negotiation brings
advantage to the supplier. Thus, the supplier negotiates terms and conditions
favorable to him at the last minute when the buver is under severe pressure to
consummate the contract. The maximum time for FMS negotiation is 60 davs.
Accordingly, the purchaser can retain his strengthened position only when keeping
competitive or preparing his negotiation thoroughly.

2. Planning of Negotiation

The outcome of FMS negotiation depends on relative purchaser-supplier
power, negouiation skKills, and how both perceive the logic of the impending
negotiation. Such affecting factors can be improved by skilled advanced planning.

The first step in planning for negotiations is to establish objectives.
Negotiation objectives must be specific. For each term and condition to be negotiated,
the purchaser should develop three specific positions: an objective position, a
maximum position, a minimum position. Price objectives should be planned in terms
of a definite dollar amount reflecting the purchaser’'s evaluation of the terms and
conditions of the intended contract. Such objectives must also be communicated
clearly to the supplier. Figure 5.1 shows typical bargaining positions of the purchaser
and the supplier.

The next step is to establish dates for delivery schedules, ranges for quality
assurance, and estimated dollar amounts composed of market price plus governmental
surcharges. The supplier's maximum position is his offer.

The third step is to develop the negotiation strategy and tactics to be used to
attain objectives. Strategic planning is the planning for overall or long range goals,
whereas tactical planning refers to the detailed intervening activities to reach the

strategic objectives of negotiation.
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Figure 5.1 Bargaining Positions of the buyer and the seller.2!,

3. What to Negotiate

As discussed earlier, negotiation is based on the definition of requirement, and
price or cost analysis. Specifications should be negotiated always in advance ta prices.
If items required are neither new products nor the first requisitioned ones, negotiation
of specifications may be set aside. Negotiation should have its positions presented as
the dollar amounts or the typical parameters. Under FMS, price is frequently not
considered for negotiation because the purchaser shall pay all costs incurred by USG.

Specification negotiation should address sevecral factors: quality, quantity,
delivery schedule, transportation, payment method, logistic support and others. It is
scarcely possible that all factors are perfectly satisfied. Thus, specifications critical to
the whole system and required typically in South Korea, must be emphasized in
negotiation. Minimum objectives of each negotiation arcas should be kept. Minimum
levels of standardization should always be insured. The results of specification
negotiation may influence not only the quality of systems, but the future total cost.

There are two ways to negotiate a contract price: element cost and total
price. Under FMS, contract price is usually negotiated not by clement cost but by
total price. Further, even after total price is negotiated, the full cost to USG should be

2Donald W. Dobler, Lamar Lee, Jr., and David N. Bur, Purchasing and
Materials Management, 4th, ed., McGraw-Hill Book Company, 1984,
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paid by the purchaser whatever the amount.

If there are competitive suppliers. their bidding prices need to be examined, in
detail, the absolute and relative difference existing among the various prices quoted.
The difTerence needs to be justified by examining its reason. The reasons of all
significant variations could be pinpointed and analvzed bv past prices of similar

purchases or current prices of selling other customers. From this process, the

purchaser decides on the target price for the negotiating position.

I In cases of procuring new sophisticated systems available only from USG,
"‘f negotiation requires the team approach. The professional team may look for not only
z a firm definition of requirements, but reasonable price ranges to be negotiated.
r:t:: Thorough preparation of negotiation gives a negotiator relatively strong position.
" Each price negotiation has its target price, maximum and minimum price. Such
::“:l: obiectives should be presented in dollar amounts.

‘:::' 4. Summary

:*:' Negotiation is one of the most important areas to be improved in South
:“ Korea's procurement. Mostly, definition of requirements and range of reasonable price
i' _\_' in the acquisition of sophisticated or even conventional weapon systems are not clearly
'i:;_:: stated. However, if the purchaser relies only on the supplier’'s ability and confidence,
'I;S ) its result may be perilous. Given the limited budget, South Korea should procure the
- most desired weapon syvstems at the most reasonable price. In order to improve its
91 efficiency in procurement, South Korea must first approach improvement at the
’x'; internal operational level. Better skilled negotiation by a professional team would
insure better results.
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VI. SUMMARY AND RECOMMENDATIONS

A.  SUMMARY

Since the 1930's, there have been two turning points in the ROK's FMS
acquisition. One appeared when President Nixon advocated the "Nixon Doctrine”.
Since then, the ROK has shared the U.S. defense burden and borrowed funds for FMS
acquisitions.  Another happened recently. In FY 86, the U.S. Congress did not
appropriate FMS funds for the ROK. Now, South Korea must use its own budget for
detense expenditures. The efficient acquisition of weapon systems is. therefore, more
critical. [t should not only insure a certain level of militarv balance, but also enhance
the overall etficiency during the life cyc'e of specific weapon system.

The effictency i1n acquisition can be obtained in several wayvs: institutional
betterment, and strategic and operational improvements. Of course, if an all-round
and simultaneous approach to efficiency is tried, the result should be optimized.
However, this thesis discussed the eflicient issues at the operational level. FMS
pricing, contract and financing are most critical areas to the ROK's efficient
procurement. The functions of each area were discussed in detail and two factors
necessary for eflicient ROK procurement were discovered: price analysis and
negotiation. Effective price analysis and skilled negotiation will improve ROK's

efficiency in acquisition as well as the military balance on the peninsula.

B. RECOMMENDATIONS
The following areas are recommended for further research:

¢ Logistics Improvement. This thesis discussed FMS pricing, contract and
financing. Logistics areas, including transportation, delivery, operations and
maintenance, training, storage, disposal, etc., are also other significant areas in
improving the efficiency of ROK's FMS procurement;

® Source Selection. Currently, the ROK tends to prefer U.S. commercial sales as
a supplv source, because of its low price and expedited deliverv. However,
direct sales may not insure the follow-on support and transportation.
Moreover, it is imperative that the ROK retains professional contract teams.
Direct sales vs foreign military sales should be carefully compared;

¢ Project Management. Project management is a prerequisite of effective and
cflicient procurement. Sophisticated weapon svstems require the deliberate
definition of the requirement and a high level of management skills. Eilective
project management is a really necessary process in the ROK’s acquisition.
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